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EXECUTIVE SUMMARY

AUDIT EXAMINATION OF THE
KNOX COUNTY FISCAL COURT

June 30, 2003

The Auditor of Public Accounts was engaged to audit the financia activity of the Knox County Fiscal
Court for fiscal year ended June 30, 2003, and we have issued a disclaimer of opinion thereon.

Based on our assessment of fraud risk, we determined the risk for fraud to be too high and we were
unable to apply other procedures to overcome this fraud risk. In addition, the Fiscal Court had
weaknesses in the design and operation of its internal control procedures and accounting functions.
Furthermore, management elected to override the internal control procedures that were in place. In
addition, management did not provide us with a representation letter required by generally accepted
auditing standards. The significance of these issues, in the aggregate, prevents us from expressing an
opinion and we do not express an opinion on the financia activities of the Knox County Fiscal Court.

Report Comments:

2003-01  The County Should Follow Proper Payroll Procedures

2003-02  The Fiscal Court Should Properly Prepare A Schedule Of Expenditures of Federal Awards

2003-03 The County Should Ensure That The Same Level Of Health Insurance Benefits Are
Provided To All County Employees As Stated In Kentucky Attorney General Opinion
(OAG) 94-15

2003-04 The County Should Accurately Report Encumbrances On Their Fourth Quarter Financial
Report

2003-05 TheJailer Did Not Maintain Accounting Records For The Jail Canteen Fund

2003-06  The County Should Improve Their Internal Control Procedures

2003-07  The County Treasurer Should Prepare An Accurate Fourth Quarter Financial Statement

2003-08  The Former Fiscal Court Should Not Expend More Than Sixty-Five Percent In Any Fund
Budgeted For First Half Of Each Fourth Y ear

2003-09 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2003-10 The Fiscal Court Should Review The Administrative Code Annually As Required By
KRS 68.005(2)

2003-11  Payments Totaling $30,481 To A Company Were Deposited Into A Bank Account Of A
Company In Which Relatives Of The Knox County Judge/Executive Serve As Officers

2003-12  The County Should Pay Invoices Timely

2003-13  Fiscal Court Should Take Corrective Actions Regarding Prior Y ear Comments
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CRIT LUALLEN
AupbiTor oF PuBLic AccounNTs

To the People of Kentucky
Honorable Ernie Fletcher, Governor
Raobbie Rudolph, Secretary
Finance and Administration Cabinet
Honorable Raymond Smith, Knox County Judge/Executive
Honorable Gerald K. West, Former Knox County Judge/Executive
Members of the Knox County Fiscal Court

Independent Auditor’ s Report

We were engaged to audit the financial activity contained in the Fourth Quarter Report of Knox County,
Kentucky, as of and for the year ended June 30, 2003. The financia activity is the responsibility of the
Knox County Fisca Court.

The financial activity contained in the Fourth Quarter Report is intended to present budgeted and actual
revenues and expenditures of the Knox County Fiscal Court on the cash basis of accounting and also the
long-term debt of the Fiscal Court. Actual revenues and expenditures are recognized when received or paid
rather than when earned or incurred. The presentation of the financial activity contained in the Fourth
Quarter Report is not intended to be a presentation in conformity with generally accepted accounting
principles.

Based on our assessment of fraud risk, we determined the risk of fraud to be too high, and we were unable
to apply other procedures to overcome this fraud risk. In addition, the Fiscal Court had weaknesses in the
design and operation of its internal control procedures and accounting functions.  Furthermore,
management elected to override the internal control procedures that were in place. In addition,
management did not provide us with a representation letter required by generaly accepted auditing
standards.

Because of the high level of fraud risk, internal control weakness, management overrides of controls, and
failure to provide a management representation letter, the scope of our work was not sufficient to enable us
to express, and we do not express, an opinion on the financial activity contained in the report referred to in
the first paragraph.

In accordance with Government Auditing Standards, we have also issued our report dated March 31, 2006,
on our consideration of Knox County, Kentucky’s internal control over financial reporting and on our tests
of its compliance with certain provisions of laws, regulations, contracts, and grants. That report is an
integral part of an audit performed in accordance with Government Auditing Standards and should be read
in conjunction with this report in considering the results of our audit.

105 SEA HErRO ROAD, SUITE 2 TELEPHONE 502.573.0050

FRANKFORT, KY 40601-5404 FAcsiMILE 502.573.0067
WWW.AUDITOR.KY.GOV

AN EquaL OpporTuNiTY EMPLover M/ F / D



To the People of Kentucky
Honorable Ernie FHetcher, Governor
Rabbie Rudolph, Secretary
Finance and Administration Cabinet
Honorable Raymond Smith, Knox County Judge/Executive
Honorable Gerald K. West, Former Knox County Judge/Executive
Members of the Knox County Fiscal Court

Based on the results of our audit, we present the schedule of findings and questioned costs, included herein,
which discusses the following report comments:

2003-01
2003-02
2003-03

2003-04
2003-05
2003-06
2003-07
2003-08
2003-09
2003-10
2003-11

2003-12
2003-13

The County Should Follow Proper Payroll Procedures

The Fiscal Court Should Properly Prepare A Schedule Of Expenditures of Federal Awards

The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided To
All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

The County Should Accurately Report Encumbrances On Their Fourth Quarter Financial Report
The Jailer Did Not Maintain Accounting Records For The Jail Canteen Fund

The County Should Improve Their Internal Control Procedures

The County Treasurer Should Prepare An Accurate Fourth Quarter Financial Statement

The Former Fiscal Court Should Not Expend More Than Sixty-Five Percent In Any Fund
Budgeted For First Half Of Each Fourth Y ear

The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

The Fiscal Court Should Review The Administrative Code Annually As Required By
KRS 68.005(2)

Payments Totaling $30,481 To A Company Were Deposited Into A Bank Account Of A
Company In Which Relatives Of The Knox County Judge/Executive Serve As Officers

The County Should Pay Invoices Timely

Fiscal Court Should Take Corrective Actions Regarding Prior Y ear Comments

Respectfully submitted,

/A

Crit Ludlen
Auditor of Public Accounts

Audit fieldwork completed -
March 31, 2006
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KNOX COUNTY OFFICIALS

For The Y ear Ended June 30, 2003

Fiscal Court Members:
Raymond C. Smith
Carson Gilbert

Willard Bargo

Vernon Hamilton

Doyle Gibson

Giulio Cima

Other Elected Officials:
Charley Dixon, Jr.
Preston Smith

Mike Corey

Greg Helton

John Pickard

Bill Oxendine

Jerry Garland

Appointed Personnel:
Wanda F. Moore
Wanda F. Moore

Amy Lambert

County Judge/Executive
Magistrate
Magistrate
Magistrate
Magistrate
Magistrate

County Attorney

Jailer

County Clerk

Circuit Court Clerk

Sheriff

Property Vauation Administrator

Coroner

County Treasurer
Occupational Tax Collector

Finance Officer

Page 5





GGIESLER
Page 6


KNOX COUNTY
FOURTH QUARTER FINANCIAL STATEMENT

For TheYear Ended June 30, 2003
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TUE 13:58 FAX 502 564 2976 STATE LOCAL DEBT OFFICE 02

5/02/06
B8/02/2005 14:24 EAB5466196 KNOX FISCAL COURT F’AGEP%E’QQ

Page 1 of 1
/

— — = = = e —
Governo r's Office for |[[The following financial files have been recieved from K63 County
Local Develo pment for the 48 Quarter of the fiscal year ending Funed0; 2005

| |
. _ 1. HEADER.TXT (210
County Financial 2. SUIVIMARY.TX(T(3)740) ECEIVE
Reports 3. RECONCIL:TXT (3740)
: (| 4 RECEIPTS.TXT (42008) AUG - 3 2005
Upload Signature Page | 35 DISBURSETXT (93993) |
P 9 9 6 MYLIABILTXT 37405 b o Frarel Wammaernant

| 7. SHORTTRM.TXT (0) & Adminisiration

8. TOTLIBIL.TXT (49)

If you recieve any errors, please contact the GOLD ntgmgj;
Adminjstrator and provide the contents of this page. Thank

YOou.
Sign-Off Form
Please Print this out and F ax it back with Produced on:
the following signatures to 1-5 02-573-3712 8/3/2005 8:40:35 AM

To the best of my knowledge the information cont i

m——

(Signed) ==
==

County Judge]Execuﬁve Date

' To the best of my knowledge the information contained herein is accurate and complete.

 (Signed) 7T gy W e 0L-03-05

County Treasurer Date

End of UFIR Report
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05/04/06 THU 14:55 FAX 502 564 2976 STATE LOCAL DEBT OFFICE 4004

Page 13
01 General Fund
Knox County Fiscal Court
Period Ending June 30, 2003
Original Received Total Under
Acct. Description Budget Amend- This Received (Over)
Code Estimate ments Quarter To Date Budget
4101 Real Property Taxes 600,000.00 548,375.21 559,247.21 40,752.79
4102 | Perscnal Prop. Taxes 15,000.00 -0- 8,320.92 6,679.08
4103 [ Motor Vehicle Taxes 140,000.00 39,967.29 | . 131,651.12 §,348.88
4104 Delirquent Taxes 100,000.00 8,762.81 43,333.28 56,666.72
4107 Unm ned Minterals -0- 2,124.46 2,124.46 (2,124.46)
412} Adve tising -0- -0- 20.00 (20.00)
4130 | Bank Franchise Dep. 72,000.00 -0- 73,096.51 {1,096.51)
4131 | Franchise Tax 130,000.00 24,421.56 132,135.24 {2,135.24)
2 Occupational Tax 1,700,000.00 402,801.56 | 1,587,247.58 112,752.42
4135 Deed Transfer 28,000.00 6,173.00 28.373.08 (373.08)
4203 TVA -0- -0- 10.94 (10.94)
4401 Comin. Bus. Lic. 300.00 40.00 180.00 120.00
4501 Omit-ed Property Taxes -0- 25,108.61 1,632.63 19,765.63 5,342.98
4504 Federal Grants -0~ 80,409.39 -0- 80,409.39 -0-
4505 Motax from Other Co. -0- 5,342.73 12,196.68 (12,196.68)
4510 | State Grants -0- 27,500.00 37,500.00 65,000.00 (37,500.00)
4520 | Election Expenses 8,000.00 10,000.00 9,000.00 18,000.00 -0-
4521 Boar of Assess. 200.00 2,200.00 2,200.00 {2,000.00)
4522 | Legai Fees 200.00 -0- 171.13 28.87
4523 Dog __icense Refund 10.00 - <0~ |- -0- 10.00
4526 Strip Mine Permits 3,000.00 -0- -0- 3,000.00
4532 Spac:: Rental (AOC) 80,000.00 17,569.00 28,125.75 97,596.00 (27.00)
4539 | Sheriff KIEPF 17,000.00 -0- -0- 17,000.00
4541 DES Reimbursement 7,000.00 1,403.82 7,358.00 {358.00)
4548 County Clerk Fees 450,000.00 ' 15,372.71 179,431.53 270,568.47
4545 County Sheriff Fees 300,000.00 181,056.61 206,735.37 93,264.63
4701 Vending Comm. 1,200.00 422.96 1,417.53 (217.53)
4727 | Reimbursements -0- 54,813.00 130.00 54,916.02 (103.02)
4731 Misc Revenues 5,000.00 ' 500.00 500.00 4,500.00
4733 Insurance Reimb. 80,000.00 18,680.07 93,336.02 (13,336.02)
4798 Other Receipts (KCH) -0- 344,490.85 _ -0- 172,544.36 171,946.49
4799 { Other Receipts 1,000.00 14,347.43 32,443.61 (31,443.61)
4911 | Borrowed Money -0- -0- 14,484.04 (14,484.04
4806 | Intercst on Checking 10,000.00 1,015.05. 2,607.05 7,392.95
Total Revenues 3,747,910.00 559,890.85 1,349,397.65 | 3,626,852.70 680,948.15
4902 Prior Year Carryover 200,000.00 196,340.71 3,659.29
4906 | Prior Year Surplus -0- -0-
4909 | Transfer Qut 1,700,000.00 - 626,991.00 | 1,389,743.89 310,256.11
4910 Transfer In -0- 71,374.40 (71,374.40)
- Total Receipts 2,247,910.00 559,890.85 2,504,823.92 302,976.93
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STATE LOCAL DEBT OFFICE
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Page 14

02 Road Fund
Knox County F.scal Court
Period Ending_.!une 30, 2003
Original Received Total Under
Acct. Description Budget Amend- This Received (Over)
Code Estimate ments Quarter To Date Budget
4205 | Natural Forest -0- 6.10 6.10 (6.10)
4506 | State R:ximb. 100,000.00 ; 440,493.50 418,076.62 122,416.88
4510 | State Grants -0- 45,473.12 45,473.12 (45,473.12)
4515 | Energy Recovery -0- 6,331.16 (6,331.16)
4516 | Truck License. 178,856.00 193,954.66 15,098.66
4518 | Co. Rond Aid 670,309.00 729,811.00 (59,502.00)
4519 | Mun. Road Aid -0- 13,786.03 27,915.50 (27,915.50)
4542 | FEMA Reimb. -0- | 177,907.74 45,145.84 132,761.90
4731 | Misc. Revenues 2,000.00 2,525.00 (525.00)
4799 | Other Receipts 1,000.00 91,806.42 {90,806.42)
4806 | Interest 4,000.00 130.42 2,779.68 1,220.32
Total Revenues 956,165.00 59,395.67 1,563,825.10 10,741.14
4902 | Prior Carryover 50,000.00 49,522.99 477.01
4906 | Prior Yr.Surplus -0- :
4909 | Transfer Out -0-
4910 | Transfer In 1,250,000,00 510,000.00 610,000.00 40,000.00
-Total Receipts 2,256,165.00 | 618,401.24 2,223,348.09 651,218.15
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Page 15
03 Jail Fund
Knox County Fiscal Coyrt
Period Ending June 30, 2003
Original Received Total Under
Acct. Description Budget | Amend- This Received (Over)
Code Estimate | ments | Quarter To Date Budget
4533 | State Bed Allotment 70,251.00 12,301.26 73,807.56 (3,556.56)
4534 | State Medical Allotment 5,756.00 -0- 6,179.76 {423.76)
4535 | Court Costs, Jail Operation | 20,000.00 1,831.59 12,391.42 7,608.58
4538 | DUI Service Fee 6,500.00 2,102.00 6,111.15 388.85
4560 | Juvenile Housing . 30,000.00 -0- 18,480.00 11,520.00
4702 | Phone Communication 4,000.00 -0- -0- 4,000.00
4731 | Misc. Revenues 4,777.00 -0- 7,232.40 (2,455.40)
4799 | Other Receipts 1,000.00 2,000.00 3,160.00 (2,160.00)
4306 | Inter:st on Checking 1,000.00 166.00 79145 208.55
Total Revenues 143,284.00 18,400.92 | 128,153.74 15,130.26
4901 | Prior Year Carryover 10,000.00 3,162.81 6,837.19
4906 | Prior Year Surplus -0-
4909 | Transfer Out -0- -0-
4910 | Transfer In 450,000.00 215,000.00 | 880,000.00 | (430,000.00)
Total Receipts 603,284.00 1,011,316.55 | (408,032.55)
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Knox County Fiscal Court
Period Ending June 30, 2003

STATE LOCAL DEBT OFFICE

03 Jail Fund

Original Received ‘Total Under
Acct. Description Budget Amend- This Received (Over)
Code Estimate ments Quarter To Date Budget
4533 | Stare Bed Allotment 70,251.00 ' 12,301.26 73,807.56 (3,556.56)
4534 | State Medical Allotment 5,756.00 -0- 6,179.76 (423.76)
4535 | Court Costs, Jail Operation 20,000.00 1,831.59 12,391.42 7,608.58
4538 | DUI Service Fee 6,500.00 2,102.00 6,111.15 388.85
4560 | Juvenile Housing 30,000.00 -0- 18,480.00 11,520.00
4702 | Phone Communication 4,000.00 -0- -0- 4,000.00
4731 | Misc. Revenues 4,771.00 -0- 7,232.40 (2,455.40)
4799 | Oth:r Receipts 1,000.00 2,000.00 3,160.00 {2,160.00)
4806 | Interest on Checking 1,000.00 166.00 791.45 208.55
Total Revenues 143,284.00 18,400.92 128,153.74 15,130.26
4901 | Prior Year Carryover 10,000.00 3,162.81 6,837.19
4906 | Prior Year Surplus -0-
4509 | Transfer Out -0- -0-
4910 | Transfer In 450,000.00 215,000.00 880,000.00 | (430,000.00)
Total Receipts 603,284.00 1,011,316.55 | (408,032.55)
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Original Received Total Under
Acct. Description Budget -Amend- This Received (Over)
Code Estimate ments Quarter To Date Budget
4508 LGEA Econ. Dev. Grant 528,000.00 | 218,375.00 26,565.00 782,565.00 (36,190.00)
4527 | Coal Severance 180,000.00 42,867.48 189,764.05 {9,764.05)
4529 | Mineral Severance 190,000.00 26,068.15 128,388.25 61,611.75
479% | Other Receipts 1,000.00 -0- 1,200.00 (200.00)
4806 | Interust on Checking 4,000.00 917.51 3,736.36 263.64
Total Revenues 903,000.00 | 218,375.00 96,418.14 1,105,653.66 15,721.34
4902 Prior Year Carryover 80,000.00 43,412.75 43,412.75 36,587.25
4906 | Prior Year Surplus -
4909 | Transfer Qut -0- 100,000.00 115,000.00 | (115,000.00)
4910 | Transfer In -0-
Tota) Receipts 983,000.00 | 218,375.00 l 1,034,066.4 1 I 167,308.59
78 Timberland Tax
Knox County Fiscal Court
Period Ending March 31, 2003
Original Received Total Under
Acct. Description Budget Amend- This Received (Over)
Code Estimate ments Quarter To Date Budget
4119 | Forestry 1,500.00 1,178.56 1,178.56 321.44
4806 Intercst on Checking 25.00 4.05 15.93 9.07
Total Revenues 1,525.00 1,182.61 1,194.49 330.51
4902 Prior Year Carryover 100.00 1,576.91 (1,476.91)
4906 | Prior Year Surplus ~0-
4909 | Transfer Out -0- -0-
4910 | Transfer In -0~ 1,991.00 1,991.0¢ (1,991.00)
Total Receipts 1,625.00 4,762.40 (3,137.40)
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76 Kay Jay Fund
Knox County Fiscal Court
Period Ending June 30, 2003
Original Received Total Under
Acct. Description Budget Amend- This Received (Over)
Code Estimate ments Quarter To Date Budget
4510 | State Grants 37,000.00 -0- -0- 37,000.00
4806 | Interst on Checking 100.00 14.16 76.53 23.47
Tota. Revenues 37,100.00 14.16 76.53 37,023.47
4902 Prior Year Carryover 1,000.00 -~ 12,725.20 (11,725.20)
4906 | Prior Year Surplus -0-
4909 | Transfer Out -0- -0-
4910 ) Transfer In -0- -0-
38,100.00 12,801.73 25,298.27
75 911 Fund
Knox County Fiscal Court
Period Ending June 30, 2003
Original Received Total Under
Acct. Description Budget Amend- This Received (Over)
Code ' Estimate ments Quarter To Date Budget
4140 Telephone 911 fees 180,000.00 33,550.10 160,979.41 19,020.59
4806 Inter:st 8,000.00 1,767.81 7,420.86 579.14
4691 GIS Map Sales -0- 60.00 (60.00)
4726 Insurance Proceeds -0- 1,276.95 (1,276.95)
4799 Misc. -0- 1,374.40 (1,374.40)
_ 188,000.00 35,317.91 171,111.62 16,888.38
————— R
4902 Prior Year Carryover 300,000.00 355,675.41 (55,675.41)
4906 | Prior Year Surplus -0-
4909 Tran:fer Qut -0- 1,374.40 1,374.40 1,374.40
4910 Tran:fer In -0- 91,545.92 102,421.81 (102,421.81)
Total Receipts 488,000.00 627,834.44 139,834.44
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13 Solid Waste Fund
Knox County Fiscal Court
Period Ending June 30, 2003
Original Received Total Under
Acct. Description Budget Amend- This Received (Over)
Code Estimate ments Quarter To Date Budget
4504 | State Grant 53,480.00 | 100,000.00 4,753.25 127,669.40 25,810.60
4731 Misc Revenues 5,000.00 318.30 413.25 4,586.75
4799 | Other Receipts 1,000.00 -0- 20.00 980.00
__’I‘otal Revenues 59,480.00 | 100,000.00 5,071.55 128,102.65 31,377.35
4902 | Prior Year Carryover 10,000.00 21,504.08 (11,504.08)
4306 | Prior Year Surplus -0-
4909 | Transfer Qut -0- *70,000.00 70,000.00
4910 | Transfer In -0- 1,877.00 {1,877.00)
69,480.00 | 100,000.00 81,483.73 87,996.27
*Repayment for a loan made by General Fund for Solid Waste Fund FY 2001-2002
Harlan-Knox County Joint E911
Knox County Fiscal Court
Period Ending June 30, 2003 -
Original _ Received Total Under
Acct. Description Budget Amend- This Received (Over)
Code Estimate ments Quarter To Date Budget
4502 Wirelzss 911 Surcharge 56,000.00 10,608.95 63,047.41 32,952.59
4806 | Interest 1,200.00 167.73 1,502.43 (302.43)
Total Revenues 97,200.00 10,776.68 64,549.84 32,650.16
————
4902 | Prior Year Carryover 100,000.00 158,426.00 (58,426.00)
4906 | Prior Year Surplus -0-
4909 | Transfer Qut -0- 91,545.92 91,545.92 (91,545.92)
4910 | Transfer In -0-
Total Receipts 197,200.00 131,429.92 65,770.08
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Liabilities Section
Knox County Fiscal Court
Period Ending June 30, 2003 i
KICFCA Kentucky Caterpillar John Deere
Multi-year Issues* Lease Transportation Financial Credit Total
03-7700-602 02-7700-602 .
Budget Acct. (Cade 03-7700-606 02-7700-602 02-7700-606 | 02-6105-44]
Jail County
Description of Issue Lease’ Garage Lease Grader Loader
Term (# of Yeurs) 27 years 20 years 3 years 5 years
Current Interest Rate % +.8% 3.9%
Issue Date 2/15/87 2/1/84 5/30/02 4/10/03
Total Principal Amount 551,095.33 42,975.00 163,746.00 118,300.00
Total Iaterest A.mount 640,400.0] ' -0- 12,399.40 12,587.87
Total Issue 1,191.495.34 42,975.00 176,145.40 130,887.87
Outstanding Principal 350,186.66 2,148.75 119,983.43 112,996.72
Outstanding Interest 160,454.19 -0- 7,232.97 8,483.96
Less Res;erve E ymings -0- -0- -0- -0-
Total Qutstanding 510,640.85 2,184.75 127,216.40 121,480.68 730,812.56
Next Payment ['ue Date April 2003 March 2003 | July 30, 2003 7/10/03
Final Payment Due Date 10/1/04 3/1/04 - 4/30/05 3/10/03
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KNOX COUNTY
COMMENTSAND RECOMMENDATIONS

Fiscal Year Ended June 30, 2003

2003-01 The County Should Follow Proper Payroll Procedures

During our test of payroll for calendar year 2002, we selected ten (10) employees for testing and found
the following:

The County could not provide us with W-2s for five (5) of the employees tested. (Only computer
printouts were provided) Copies of W-2s for the Jailer and former County Judge/Executive were
obtained directly from these officials.

Supporting documentation was not provided for the former County Judge/Executive's training incentive
pay for calendar year 2002.

KRS 141.335 requires an annua withholding statement to be furnished to each employee showing the
following: (a) name of the person required to deduct and withhold the tax, (b) the name of the employee
and his social security account number, (c) the total amount of wages; (d) the total amount deducted and
withheld as a tax under KRS 141.310 and KRS 141.315. We recommend the County provide and
maintain W-2s for all employees. Also, supporting documentation for al training payments should be
maintai ned.

County Judge/Executive Raymond C. Smith’s Response:

Soon after assuming office, it was learned that several irregularities regarding payment of
compensation to officers and employees of the county, as well as, payments to the county’ s vendors had
taken place during the previous administration and were apparently still occurring.  The full extent
and nature of the irregularities was not known until the previous County Finance Officer took
medical/family leave in 2003. During the leave period, the Deputy Judge/Executive, Acting Finance
Officer and Treasurer reviewed every document in the office. During the review, it was noted that
numerous supporting documents were missing or were never generated in the first place.

Snce the employment of the County’ s new Treasurer and Finance Officer, we have worked diligently to
correct these problems.

On July 1, 2004, after several months of extensive review, Knox County invested in new Micro-Books
and Payroll and Accounting Software from Fiscalsoft to dramatically reduce the number of payroll and
vendor payment errors. While the systemis not perfect, it has significantly reduced the magnitude and
frequencies of errorsin the payroll system.

We request additional information in order to prepare a detailed response to specific deficiencies noted
in tests of payroll documents.

Having reviewed the information provided by the auditor’s office on May 1, 2006, all “ Missing”
payroll documents are provided via facsimile and US Mail. We found that when held against the
Federally produced W-2, all entries made on plain paper match the fields of the W-2 exactly.

A copy of Judge West's incentive pay letter was presented to the auditor’s while they were here
conducting the field audit. Another copy is presented with our final response to thisissue.

Auditor’s Reply:

While we agree that the information fits in the fields as it would be expected to as this is a W-2
generating software, the document would not serve as a facsimile W-2 if an employee needed a
replacement copy or if an IRS audit occurred. The County should have maintained copies of
payroll forms for all employees.
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KNOX COUNTY

COMMENTSAND RECOMMENDATIONS
Fiscal Year Ended June 30, 2003

(Continued)

2003-02 The Fiscal Court Should Properly Prepare A Schedule Of Expenditures Of Federa
Awards

The former County Treasurer did not properly prepare the Schedule of Expenditures of Federal Awards
for fiscal year ended June 30, 2003 in accordance with OMB Circular A-133. The worksheet provided
to us indicated the County had spent atotal of $304,899 in federal funds, while the corrected worksheet
reflected $296,937 in federa expenditures. During fiscal year ended June 30, 2003, a single audit was
required if federal expenditures equal or exceed $300,000.

OMB Circular A-133 Audits of States, Local Governments and Non-Profit Organizations, Section
310(B) requires the auditee to prepare a Schedule of Expenditures of Federal Awards covered by the
auditee' sfinancial statements. At aminimum, the schedule must include the following, if applicable:

e List individual federal programs by federal agency. For federal programs included in a cluster of
programs, list individual federal programs within a cluster of programs. For Research &
Development costs, total federal awards expended must be shown either by individual award or by
federal agency and major subdivision within the federal agency. For example, the Nationd
Institutes of Health is amajor subdivision in the Department of Health and Human Services.

* For federal awards received as a subrecipient, the name of the pass-through entity and identifying
number assigned by the pass-through entity shall be included.

* Provide total federal awards expended for each individual federa program and the Catalogue of
Federal Domestic Assistance (CFDA) number or other identifying number when the CFDA
information is not available.

* Include notes that describe the significant accounting policies used in preparing the schedule.

* To the extent practical, pass-through entities should identify in the schedule the total amount
provided to subrecipients from each federal program.

* Include, in either the schedule or a note to the schedule, the value of the federal awards expended in
the form of non-cash assistance, the amount of insurance in effect during the year, and loans or loan
guarantees outstanding at year end. While not required, it is preferable to present this information
in the schedule.

In the future, we recommend the County properly prepare the Schedule of Expenditures of Federal
Awards and provide supporting documentation for amounts reported.

County Judge/Executive Raymond C. Smith’s Response:

The situation is duly noted and we concur with comments. Snce that time the new Knox County
Treasurer has made the necessary corrections. To the former Treasurer’s credit, federal funds are
often passed through the state and did not include the necessary information to determine whether the
funds were state or federal. Since then, we have established a policy to provide the Treasurer with the
necessary documents to track receipt and expenditure of federal funds.
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COMMENTSAND RECOMMENDATIONS
Fiscal Year Ended June 30, 2003

(Continued)

2003-03 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

During the testing of payroll, auditors noted that County employees are not receiving the same level of
health insurance benefits. Some employees are receiving County-paid family coverage while others are
paying for the extra cost for family coverage. During fiscal year ended June 30, 2003, the County paid
as much as $545 per month per employee for the additional costs of the family plan over the single plan.
The County’s Administrative Code states on page 34 that the County pays for an individual health
insurance policy but does not add that certain individuas will receive the family benefit aswell. OAG
94-15 states “ the basic statute providing for governmentally funded health coverage (KRS 79.080) for
public employees does not provide for one level of coverage for officers, and another level for
employees. Accordingly, we believe such differing coverage would not be lawful as not authorized by
statute.” We recommend that the County comply with the Administrative Code and provide the same
level of benefits to all County employees. We further recommend that the Fiscal Court seek lega
advice from the County Attorney as to the legality of not providing the same level of health insurance
coverage for al employees as stated in OAG 94-15.

County Judge/Executive Raymond C. Smith’s Response:

The comment is correct insofar as it is presented; however, after reviewing the 2002 Audit, we asked
officials from GOLD and the Office of the Auditor of Public Accounts to explain how we can legally
lower compensation after it has been set by the previous fiscal court in accordance with the provisions
of KRS 64.527, 64.285 and 64.530(6), which precludes any reduction for the elected official and/or
members of hisher staff during the term of office. We recently received a response from GOLD
indicating that it may be addressed on or before the First Monday in May of 2006 when compensation
is set for the next administration. Judge Smith is aware the insurance program is not consistent with
the County’s Administrative Code and has indicated that he is prepared to address the issue on or
before May 1, 2006.

Furthermore, the referenced statutes are not consistent with each other and the Attorney General’'s
Opinion cited does not address a policy that has been in place ever since the county afforded family
health insurance coverage to its elected officials, key officials and department heads. In several
instances health insurance coverage for spouses and the employee was the deciding factor in accepting
the compensation packages offered.

KRS 79.080 does not specifically disallow varying programs for various classes of employees and even
allows for family coverage. Itisour opinion that counties are given great latitude under the Home Rule
Satute (KRS 67.080(1a).

Auditor’s Reply:

The Auditor reasserts its position that providing one level of health insurance coverage for elected
officials and key employees, while providing a lesser level of coverage to other County employees, is
not authorized by law, and may be, as OAG 94-15 states, unconstitutional. Further, the Governor's
Office for Local Development concurred that “benefits’ are not included in “compensation” for the
purposes of this comment.
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2003-04 The County Should Accurately Report Encumbrances On Their Fourth Quarter Financial
Report

During our test of the County’s encumbrances, we found that they are not being reported on the
County’ s fourth quarter financial report. The Department for Local Government (subsequently changed
to the Governor’s Office for Local Development) “Instructional Guide for County Budget Preparation
and State Local Finance Officer Policy Manual” requires counties to report as encumbrances, the total
dollar amount of unpaid purchase orders from their purchase order journal. We recommend the County
report encumbrances as required by the Department for Local Government.

County Judge/Executive Raymond C. Smith’s Response:

Duly noted. The problem has since been corrected. Apparently the former Finance Officer was not
entering encumbrances required in accordance with the “Instructional Guide for County Budget
Preparation and State Local Finance Officer Policy Manual.” The situation was not noted until the
former Finance Officer went on Maternity Leave and the Acting Finance Officer found boxes of claims
dating back several years that had not been satisfied. We have made significant progress in this area;
but admit that occasionally an obligation may escape our attention.

2003-05 TheJailer Did Not Maintain Accounting Records For The Jail Canteen Fund

The Jailer did not maintain minimum accounting records for the Jail Canteen Fund. He did not provide
us with a receipts ledger, disbursements ledger or daily checkout sheets. In addition the Jailer did not
prepare bank reconciliations for the bank account. The General Assembly in recent years has given the
Jailer responsibility for collecting certain monies. KRS 424.220 requires public officers who receive or
disburse public funds to prepare an itemized, sworn statement of all funds collected, received, held, or
disbursed during the fiscal year. The Fiscal Court subsequently closed the jail for public safety issues
and is using the jail as a holding facility. Litigation between the County, Jailer, and the Sheriff is
pending related to the closing of thejail.

County Judge/Executive Raymond C. Smith’s Response:

This is probably among the least egregious shortcomings of Knox County’s current Jailer. We have
found him to be totally incompetent and uncooperative in every aspect of Jail operations and
management, the duties of Transportation Officer that was assigned to him when the fiscal court closed
the Knox County Jail on June 2, 2003 to reduce Jail costs. Subsequent to that, he failed to adequately
perform the duties of Bailiff to the Court as evidenced by a judicial request to remove him from the
courtroom.

We have requested a solution to the closeout of the account from the Union National Bank, Auditor of
Public Accounts, Department of Corrections and Governor’s Office for a method to close the account
as the Jail was closed on June 7, 2003. None of these agencies have been able to recommend a
solution. While the Jailer has maintained an employee dishonesty bond, the amount of the bond is less
than half of the amount contained in the Canteen Fund. It should also be noted in subsequent events,
the Jailer assumed and served in Office for several months without properly executing a Public
Officials Bond. Despite repeated attempts to have him correct the situation, he willfully and repeatedly
refused to sign the Bond documents prepared by KACo to correct the situation. Pursuant to a Kentucky
Supreme Court decision regarding the Shelby County Clerk in an identical situation, charges should
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2003-05 TheJailer Did Not Maintain Accounting Records For The Jail Canteen Fund (Continued)

have been brought against the Jailer and he should have been summarily removed from office for
failure to secure a Public Officials Bond as required by Kentucky’s Constitution and statutes regarding
the same. This situation was reported to the Commonwealth’s Attorney and the Auditor of Public
Accounts who elected to take no action. Lack of a Public Officials Bond subjected the County to an
extreme liability exposure for several months. Furthermore, no mention is made regarding payment of
the Jailer’s salary despite the fact that he has not performed any duties since August 10, 2004. This
represents the most outrageous waste of taxpayer money and the Office of the Auditor of Public
Accounts has never attempted to address this $50,000.00/year waste of public funds.

Auditor’s Reply:

The Auditor’s Office does not have the authority to oust the Jailer but had made the appropriate referral
to the Governor’s Office for Local Development, which took action. The Jailer now has the required
bond. Furthermore, KRS 441.245 appears to authorize the Knox County Fiscal Court, and not the
Auditor of Public Accounts, to address, subject to the limitations of the statute, the salary of ajailer who
does not operate afull servicejall.

2003-06 The County Should Improve Their Internal Control Procedures

The County has alack of segregation of duties. Due to the entity’s diversity of official operations, small
size and budget restrictions the County has limited options for establishing an adequate segregation of
duties. We recommend the following procedures be implemented to offset this interna control
weakness:

* An independent person should list all receipts and agree them back to the Treasurer’s receipts
ledger. Also, the employee opening the mail should keep a listing of all checks received for that
day, detailing the date received, the check amount, who it is from, and what the check is for.

* An independent person should open bank statements and review them for unusua items, such as
debit memos, and overdraft charges. The person initialing the envelope or bank statement can
document this.

* An independent person should review the Treasurer's bank reconciliations for accuracy. The
person completing this review should initia the bank reconciliation to document this.

* An employee independent of check writing and posting duties should match purchase orders to
checks and invoices. The employee who signs the checks should cancel the purchase orders and
invoices to ensure invoices are not paid twice.

* To have better internal controls, it is a best practice to keep the receipt of cash, the disbursement of
cash, and the posting of cash to the ledgers delegated to separate individuals.

* Also, the County should implement stronger internal controls over the computer system. All
transactions should be backed up daily on a disk and should be secured off-site.

We recommend the County implement these procedures. This will help segregate the duties of the
County Treasurer.

County Judge/Executive Raymond C. Smith’s Response:

Due to Knox County’s relatively small size and budgetary constraints, Knox County does not possess
adequate personnel or financial resources to fully correct the situation; however, we have implemented
procedures designed to mitigate the county’s exposure. We employed Ms. Jamie Gambrel to reconcile
purchase orders with checks and invoices. Given the provisions of KRS 68.020, we find no way to
subrogate the Treasurer’ s responsibility for the care and custody of all county funds.
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2003-06 The County Should Improve Their Internal Control Procedures (Continued)

While the audit recommendations presented are valid from a “ Best Practices’ standpoint, they are not
consistent with Kentucky Law or Knox County’s financial ability to employ additional personnel. With
rare exception, all checks are written by the County Finance Officer and are accompanied by purchase
order, invoice or contract as applicable.

Pursuant to the provisions of KRS 68.020, the Treasurer’s signature appears on ALL checks. Final
verification is made by the County Judge/Executive or Deputy Judge/Executive as cosigners to all
county warrants prior to affixing their respective signatures.

Auditor’s Reply:

The recommended procedures can be lawfully implemented without violating KRS 68.020

2003-07 The County Treasurer Should Prepare An Accurate Fourth Quarter Financial Statement

The Knox County Treasurer did not accurately prepare the County’s Fourth Quarter Financial Report.
There were 23 inaccurate figures reported on the financia report. We recommend the County Treasurer
prepare an accurate Fourth Quarter Financial Report as required by the Department for Local
Government (subsequently Governor’s Office for Local Development).

County Judge/Executive Raymond C. Smith’s Response:
Please provide additional information.

Having reviewed the Auditor’s documentation presented 5/1/2006, it supports our contention that the
Peachtree Accounting System was not reflecting accurate accounting information. The problem was
resolved when we purchased the Micro-Books Accounting System. As a result the comment is absent
from subsequent exit conference comments. We inherited a poorly configured accounting system from
the previous administration.

2003-08 The Former Fiscal Court Should Not Expend More Than Sixty-Five Percent In Any
Fund Budgeted For First Half Of Each Fourth Y ear

The Fiscal Court expended 75% of the budget for the Local Government Economic Assistance (LGEA)
Fund and 96.6% for the Jail Fund during the first half of the fiscal year. KRS 68.310 prohibits any
County, during the first half of any fourth fiscal year, from encumbering or expending more than sixty-
five percent (65%), in any fund budgeted for that fiscal year. We recommend the Fiscal Court comply
with KRS 68.310.

County Judge/Executive Raymond C. Smith’s Response:

We concur with reservations. KRS 68.310 provides that the fiscal court shall not expend or obligate
more than 65% from any budgeted fund during the first half of the fourth year in office; however, your
figures do not include delinquent debt service payments on $4,865,000.00 worth of general obligation
leases and bank notes that were executed on behalf of the Knox County Hospital Operating Corporation
without a security agreement. Your percentages are far less than the amount actually spent and/or
encumbered by the previous administration in FY 2003. Please ask former Judge/Executive Gerald
West and the members of the previous fiscal court to explain this one.
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2003-09 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

During our review of the Fiscal Court minutes, we found that they were being prepared by an employee
who works in the County Judge/Executive's office and that they were also being filed in the County
Judge/Executive's office. Further review of the minutes revealed that the claims list (expenditures
approved for payment) approved by the Fiscal Court were not attached to the Fiscal Court minutes.
They were filed separately from the minutes, were not signed by members of the Fiscal Court; and
therefore, we could not verify that the members certified that they were the claims approved for
payment. In an effort to increase controls over the Fiscal Court minutes, we recommend the claims list
be indexed, attached to the minutes, and filed in the County Clerk’s office. The pages of the minutes
and the claims list should be sequentially numbered and signed by all members of the Fiscal Court
certifying that they are correct and complete.

County Judge/Executive Raymond C. Smith’s Response:

We concur with reservations. Pursuant to the provisions of KRS 67.100, “ The fiscal court is a court of
record. Minutes of the proceedings of each meeting shall be prepared and submitted for approval at the
next succeeding meeting. Every official action of the fiscal court shall be made a part of the permanent
records of the county. The county budget ordinance shall be indexed so that each index list covers one
(1) fiscal year and shall be listed in such index no later than thirty (30) days after passage and any
required approval. County Ordinances other than the county budget ordinance shall be indexed in a
composite index of all county ordinances in force, and shall be listed in the index no later than thirty
(30) days after passage and any required approval. A copy of all records required by this section shall
be kept in the office of the county clerk.” We agree that any document acted on by the court should be
included with the minutes and filed in the county clerk’s office.  We have noted that Ordinances,
Budgets and other documents have not been filed in the county clerk’s office for several years. | will
consult with the Knox County Clerk to ensure future compliance with these provisions.

It should be noted that there has been a long-standing tradition in Knox County that the County Clerk
declined to serve as the Clerk to the Fiscal Court (The Fiscal Court only allows $50.00 per meeting to
maintain the minutes of the Fiscal Court Meetings). This makes it necessary to solicit the services of an
employee of the Fiscal Court to maintain the fiscal court’s meeting minutes. Every Knox County Fiscal
Court Clerk, including those acting in that capacity, have been duly presented and approved by the
entire Fiscal Court in the same manner as the County Treasurer is selected. AsFiscal Court Clerk, the
individual is responsible to the entire Fiscal Court and has been instructed accordingly.

We find no mention in the statutes requiring minutes or their components to be indexed.

We find no mention in your comments of a specific or material irregularity with regard to the minutes
or the payment of claims approved by the court. During this administration, there has not been a single
instance where a member of the Fiscal Court voiced a problem or the General Public regarding the
manner in which the minutes are recorded or who records them.

Minutes are not signed or filed until they are approved at the next regularly scheduled meeting. In
addition, audiotapes are maintained for each meeting of the Fiscal Court, to provide additional
documentation that offers more than enough detail to accurately reflect the acts and intentions of the
Fiscal Court.

Claims are paid from the list presented to the Fiscal Court which may be further verified by the Finance
Officer, Treasurer and Deputy Judge/Executive. The recommendations made by your office will prove
far more cumbersome and costly than necessary.
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2003-09 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office (Continued)

Your recommendation to index minutes and claims lists would easily cost as much as $1,000.00 per
meeting and require the services of a certified stenographer to record the minutes. We would like to
discuss some other method of achieving a reasonable level of comfort for all concerned.

Auditor’s Reply:

The recommended actions are simple and should not cause the County any additional burden or cost.
First, the minutes and all other records documenting the officia actions of the Fiscal Court should be
maintained by the County Clerk and kept in the office of the County Clerk, as required by KRS 67.100,
and as done in other counties. Second, the County Clerk’s records are aready indexed in the normal
course of business.

2003-10 The Fiscal Court Should Review The Administrative Code Annualy As Required By
KRS 68.005(2)

The Fiscal Court did not review its Administrative Code during fiscal year ended June 30, 2003.
KRS 68.005(2) requires the Fiscal Court to review the Administrative Code annually during the month
of June and may by a two-thirds majority of the entire Fiscal Court amend the County Administrative
Code at that time. The County Judge/Executive may at other times prepare and submit amendments to
the code for approval by a majority of the Fiscal Court. We recommend the Fiscal Court comply with
KRS 68.005(2).

County Judge/Executive Raymond C. Smith’s Response:

The statutory language contained in KRS 68.005(2) offered in this comment has been altered to
misrepresent the fiscal court’s collective requirement under the provisions of KRS 68.005(2). While
KRS 68.005(2) provides “ the fiscal court shall review the county administrative code annually during
the month of June,” we find no provision in the referenced statute that requires Fiscal Court to take
action to change or amend the County’s Administrative Code, unless there is an amendment required.
The members of the Knox County Fiscal Court have been advised of the requirement to review the
administrative code annually and offer changes as required. In this vein, the fiscal court took
affirmative action in 2003 to establish a committee of county employees, representing each department,
to recommend changes to the Personnel Section of the Administrative Code. As a matter of record, the
Knox County Fiscal Court Amended the Administrative Code in June of 2004 to expand the number of
employee holidays.

Auditor’s Reply:

The Auditor reiterates the recommendation that the Fiscal Court follow KRS 68.005(2) which requires
an annual review of the County’s Administrative Code. The statute does not require the Code to be
amended annually. When the Fiscal Court does review the Code, the minutes should reflect the fact that
Fiscal Court conducted the annual review in compliance with the statute.
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2003-11 Payments Totaling $30,481 To A Company Were Deposited Into A Bank Account Of A
Company In Which Relatives of the Knox County Judge/Executive Serve As Officers

During fiscal year ended June 30, 2003, checks totaling $30,481 were written by the County to a
trucking company for road related expenditures. It came to our attention that the checks written to this
trucking company were deposited into bank accounts of another company in which the Knox County
Judge/Executive's relatives serve as officers. Because we found checks that were deposited into
accounts other than the payee trucking company’s account, we performed additional procedures and
discovered that the Knox County Judge/Executive’ s wife and brother are officers of the other company
listed in the checks endorsements. The County Judge/Executive did not disclose any type of
relationship with the trucking company in his signed financial disclosure statement filed with the Board
of Ethics.

The above transactions may involve gquestionable banking practices relating to the depositing of and
cashing of checks by individuals other than the intended payee. The County Treasurer should obtain
fronts and backs of cancelled checks and review the endorsements. Any endorsements other than that
of the intended payee should be referred to the Fiscal Court, which should seek legal advice from the
County Attorney as to the appropriateness.

We recommend the County follow its Ethics Code. Any possible violations should be reported to the
Cumberland Valley Regiona Board of Ethics. The County Attorney should follow up on any findings
by the Board of Ethics and implement recommendations made.

County Judge/Executive Raymond C. Smith’s Response:

The comments contained in this comment are very unclear and at the least, very misleading. When did
it become illegal for a citizen of Knox County to transact business with a member of the County
Judge/Executive’s family? To the contrary, the Knox County Administrative Code applies to direct
transactions between the county as a governing body or a public officeholder and the office holder
him/herself or a member of the office holder’s immediate family. The Ethics Code even allows for
transactions between the county government and emancipated children of office holders. We see a
significant problem with that provision and will recommend the fiscal court address the issue.

The audit comment fails to address the specifics of any alleged impropriety on the part of any individual
connected with Knox County government or whose behavior or actions are inconsistent with the
provisions of Knox County’s Ethics Code. We wish to receive specific information regarding the
comment so that we may adequately address the comment. The comment appears purely speculative in
nature and does not warrant further action. The County Treasurer receives micro-imaged
reproductions of the face of all checks written on all accounts of the Knox County Fiscal Court’s
accounts with the exception of the Knox County Road Fund. Micro imaging is a commonly accepted
and promoted banking practice that has been upheld by state and federal courts to be legally certifiable
copies of the original, admissible in courts of law.

Requiring local banks to invest in the additional cost of scanning both sides of each check would be a
return to the banking practices of the 1980s and impose an unwarranted financial burden on local
banks that have chosen to micro-image checks in an effort to save time and money; provide for better,
faster, more reliable and more efficient service to its customers, while significantly reducing storage
space.

When will the Commonwealth of Kentucky require its financial institutions to return original cancelled
checks or two-sided micro-imaged copies to the Commonwealth’s Treasurer?
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2003-11 Payments Totaling $30,481 To A Company Were Deposited Into A Bank Account Of A
Company In Which Relatives of the Knox County Judge/Executive Serve As Officers
(Continued)

Auditor’s Reply:

Due to the number of problems encountered in this audit, the recommendation remains that the
Treasurer consider entering an arrangement with the County’s bank for the return of original canceled
checks, two-sided micro-imaged copies of checks, or access to such records. Attached hereto is a
sample of the type of problem that generated this comment. See Appendix A.

2003-12 The County Should Pay Invoices Timely

The County is not always paying for goods and services it purchases within thirty (30) days of receipt of
avendor’sinvoice. Our sample of sixty-seven (67) disbursements revealed that nine (9) invoices were
not paid within thirty (30) days. KRS 65.140 requires any county purchaser which receives goods or
services unless the purchaser and vendor otherwise contract, to pay for those goods or services within
thirty (30) working days of receipt of a vendor’s invoice except where payment is delayed because the
purchaser has made a written disapproval of improper performances or improper invoicing by the
vendor or by the vendor’'s subcontractor. We recommend the County comply with KRS 65.140 by
paying for all goods and services within thirty (30) days.

County Judge/Executive Raymond C. Smith’s Response:

We concur. We make every attempt to pay our bills on time; however, significant sums of money were
delayed due to the Commonwealth of Kentucky's Budget standoff. As | am sure you will recall
Governor Patton operated state government under a spending plan for two consecutive years due to the
state’ s inability to ratify a budget. Additionally, a lawsuit brought against Knox County by the City of
Barbourville significantly impeded Knox County's ability to collect Occupational License Fees. The
Occupational License Fee that was passed in 1999 was a last-ditch effort on the part of the previous
administration to alleviate the serious financial burden faced by Knox County. Since that time, several
initiatives have been undertaken to improve revenue, operate more efficiently and alleviate the strain on
county finances; however, increasing jail operating costs and inmate medical costs continue to threaten
Knox County’ s financial viability.
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2003-13 Fiscal Court Should Take Corrective Actions Regarding Prior Y ear Comments

While reviewing prior year work papers and following up on prior year comments, auditor noted that
the County has not taken necessary steps to correct the following prior year comments for fiscal year
ended June 30, 2002:

* TheFiscal Court should pay invoicesin atimely manner

* All County employees and officials should receive the same medical insurance coverage

* Cash transferred from restricted funds should be repaid

* TheFiscal Court should improve internal control over minutes of Fiscal Court meetings

* The Jailer should maintain accounting records for the Jail Canteen Fund

*  The County should disclose related party transactions to the County Ethics Commission

* Adequate supporting documentation should be maintained for all expenditures

* The County Treasurer and finance officer should properly prepare an appropriations ledger for
al County funds

* The County Treasurer should include all federa revenues and expenditures on the federal
monies worksheet

* The County Treasurer should account for encumbrances correctly

* Lacks adequate segregation of duties

Since these comments have not been corrected, auditors included each of these in the current year exit
and audit report. Since the County Judge/Executive and magistrates of Knox County are entrusted by
the public, we recommend taking corrective actions regarding prior year comments.

County Judge/Executive Raymond C. Smith’s Response:

We have taken extraordinary measures to correct the most serious (prior administration’s) audit
results and have acted on the most egregious first.

We started by challenging the legality of the Hospital General Obligation Bonds and leases and
were subsequently notified by the State Local Debt Officer that all of the previous General
Obligations of Knox County were binding on the current administration, despite numerous
irregularities. It isinteresting to note that the SLDO was a former employee of National City Bank
(aleaseholder).

We purchased a state of the art accounting system to provide real-time capability to capture all
income and expense of the Knox County Fiscal Court.

We closed the Knox County Jail in June of 2003, which reduced overall jail costs by more than
$250,000.00.

We initiated quarterly budget workshops to educate members of the court on the financial status of
the county.

We employed a new Treasurer and Finance Officer in 2004.

We reguested the Auditor of Public Accounts to complete all outstanding audits in August of 2003
and again in 2004.

We have attempted to hold the Jailer accountable for his actions.
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2003-13

Fiscal Court Should Take Corrective Actions Regarding Prior Y ear Comments (Continued)

*  Weinstituted a prisoner work program with the assistance of the Bell County Forestry Camp to get
mor e value for money spent.

* We retired dilapidated equipment so that more time is spent on the job rather than in the garage,
vastly improving employee productivity.

* We have added additional staff to support the fair and equitable collection of Occupational License

*  Feesto offset dwindling revenues from other sources and provide for greater segregation of duties.

PRIOR YEAR FINDINGS:

2002-04
2002-07

2002-08
2002-09
2002-10

2002-13
2002-16
2002-17
2002-18

The Fiscal Court Should Pay Invoices In A Timely Manner

The County Treasurer Should Include All Federa Revenues And Expenditures On The
Federal Monies Worksheet

All County Employees And Officials Should Receive The Same Medica Insurance Coverage
Cash Transferred From Restricted Funds Should Be Returned

The County Should Take Action To Resolve Any Claims Against The County That Are In
Dispute With The Vendor

The County Treasurer Should Account For Encumbrances Correctly

The Fiscal Court Should Improve Control Over Minutes Of Fiscal Court Meetings

The Jailer Did Not Maintain Accounting Records For The Jail Canteen Fund

Lacks Adequate Segregation of Duties
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CRIT LUALLEN
AupbiTor oF PuBLic AccounNTs

The Honorable Raymond Smith, Knox County Judge/Executive
The Honorable Gerald K. West, Former Knox County Judge/Executive
Members of the Knox County Fiscal Court

Report On Compliance And On Internal Control Over
Financial Reporting Based On An Audit Of The Financial Statement
Performed In Accordance With Government Auditing Standards

We were engaged to audit the financial activity of the Fourth Quarter Report of Knox County, Kentucky, as
of and for the year ended June 30, 2003, and have issued our report thereon dated March 31, 2006. We did
not express an opinion on the Fourth Quarter Report because based on our assessment of fraud risk, we
determined the risk for fraud to be too high and we were unable to apply other procedures to overcome this
fraud risk. In addition, the Fiscal Court had weaknesses in the design and operation of its internal control
procedures and accounting functions. Furthermore, management elected to override the internal control
procedures that were in place. In addition, management did not provide us with a representation letter
required by generally accepted auditing standards.

Compliance

As part of obtaining reasonable assurance about whether Knox County’s Fourth Quarter Report is free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations,
contracts, and grants, noncompliance with which could have a direct and material effect on the
determination of financial statement amounts. However, providing an opinion on compliance with those
provisions was not an objective of our audit, and accordingly, we do not express such an opinion. The
results of our tests disclosed instances of noncompliance that are required to be reported under Government
Auditing Standards and which are described in the accompanying schedule of findings and questioned costs
asitems:

2003-01 The County Should Follow Proper Payroll Procedures

2003-03 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided To
All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

2003-04 The County Should Accurately Report Encumbrances On Their Fourth Quarter Financial Report

2003-05 The Jailer Did Not Maintain Accounting Records For The Jail Canteen Fund

2003-07 The County Treasurer Should Prepare An Accurate Fourth Quarter Financial Statement

2003-08 The Former Fiscal Court Should Not Expend More Than Sixty-Five Percent In Any Fund
Budgeted For First Half Of Each Fourth Y ear

2003-09 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2003-10 The Fisca Court Should Review The Administrative Code Annually As Required By
KRS 68.005(2)

2003-11 Payments Totaling $30,481 To A Company Were Deposited Into A Bank Account Of A
Company In Which Relatives Of The Knox County Judge/Executive Serve As Officers

2003-12 The County Should Pay Invoices Timely

105 SEA HErRO ROAD, SUITE 2 TELEPHONE 502.573.0050
FRANKFORT, KY 40601-5404 FAcsiMILE 502.573.0067
WWW.AUDITOR.KY.GOV
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Report On Compliance And On Internal Control Over
Financial Reporting Based On An Audit Of The Financial Statement
Performed In Accordance With Government Auditing Standards
(Continued)

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Knox County’s internal control over financia
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on the
Fourth Quarter Report and not to provide assurance on the internal control over financia reporting.
However, we noted certain matters involving the internal control over financia reporting and its operation
that we consider to be reportable conditions. Reportable conditions involve matters coming to our attention
relating to significant deficiencies in the design or operation of the internal control over financia reporting
that, in our judgment, could adversely affect Knox County’s ability to record, process, summarize, and
report financial data consistent with the assertions of management in the financial statements. Reportable
conditions are described in the accompanying schedule of findings and questioned costs as follows:

2003-01 The County Should Follow Proper Payroll Procedures

2003-02 The Fiscal Court Should Properly Prepare A Schedule of Expenditures Of Federal Awards

2003-05 The Jailer Did Not Maintain Accounting Records For The Jail Canteen Fund

2003-06 The County Should Improve Their Internal Control Procedures

2003-09 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2003-13 The Fiscal Court Should Take Corrective Actions Regarding Prior Y ear Comments

A material weakness is a condition in which the design or operation of one or more of the internal control
components does not reduce to arelatively low level the risk that misstatements in amounts that would be
materia in relation to the financial statements being audited may occur and not be detected within atimely
period by employees in the normal course of performing their assigned functions.

Our consideration of the internal control over financial reporting would not necessarily disclose all matters
in the internal control that might be reportable conditions and, accordingly, would not necessarily disclose
all reportable conditions that are also considered to be material weaknesses. However, we consider all of
the reportable conditions described above to be material weaknesses.

This report is intended solely for the information and use of management and the Governor’'s Office for
Local Development and is not intended to be and should not be used by anyone other than the specified
parties.

Respectfully submitted,

/A

Crit Ludlen
Auditor of Public Accounts

Audit fieldwork completed -
March 31, 2006
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CERTIFICATION OF COMPLIANCE
LOCAL GOVERNMENT ECONOMIC ASSISTANCE AND DEVELOPMENT PROGRAMS

KNOX COUNTY FISCAL COURT
For The Fiscal Year Ended June 30, 2003

The Knox County Fiscal Court hereby certifies that assistance received from the Local
Government Economic Development Program and Local Government Ecomomic Assistance
Program was expended for the purpose intended as dictated by the applicable Kentucky Revised
Statutes. '

C. Smith, County Judge/Exedtive

He (oncer. Runmamas
Wanda Moore, County Treasurer
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EXECUTIVE SUMMARY

AUDIT EXAMINATION OF THE
KNOX COUNTY FISCAL COURT

June 30, 2004

The Auditor of Public Accounts was engaged to audit the financial activity of the Knox County Fiscal
Court for fiscal year ended June 30, 2004 and we have issued a disclaimer of opinion thereon. In
accordance with OMB Circular A-133, we have issued an adverse opinion on the compliance
requirements that are applicable to Knox County’s major federal programs, U.S. Department of
Homeland Security and U.S. Department of Transportation for the year ended June 30, 2004.

Based on our assessment of fraud risk, we determined the risk for fraud to be too high and we were
unable to apply other procedures to overcome this fraud risk. In addition, the Fiscal Court had
weaknesses in the design and operation of its internal control procedures and accounting functions.
Furthermore, management elected to override the internal control procedures that were in place. In
addition, management did not provide us with a representation letter required by generally accepted
auditing standards. The significance of these issues, in the aggregate, prevents us from expressing an
opinion and we do not express an opinion on the financia activities of the Knox County Fiscal Court.

Report Comments:

2004-01  The County Should Properly Maintain Personnel Records

2004-02  The County Should Ensure That The Same Level Of Hedth Insurance Benefits Are
Provided To All County Employees As Stated In Kentucky Attorney General Opinion
(OAG) 94-15

2004-03  The Jail Canteen Account Should Be Closed

2004-04  The County Should Improve Their Internal Control Procedures

2004-05  The Fiscal Court Should Review The Administrative Code Annualy As Required By
KRS 68.005(2)

2004-06  The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2004-07  FEMA Monies Should Be Transferred To The Road Fund

2004-08  The County Should Make Lease Payments In Accordance With Lease Schedule To Avoid
Late Payment Charges

2004-09  The County Should Have Better Control Over Voided Checks

2004-10  The County Should Maintain Documentation For Credit Card Purchases To Assure All
Charges Are For Official Purposes

2004-11  The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

2004-12  The County’s Supporting Documentation For Asphalt Expenditures Totaling $475,121
Was Incomplete

2004-13  The County Should Maintain Supporting Documentation For Expenditures, Pay Invoices
Timely, And Comply With Bidding Requirements

2004-14  The County Should Properly Prepare A Schedule Of Expenditures Of Federal Awards

2004-15  County Payments Totaling $52,201 To Companies Were Either Cashed Or Deposited Into
Bank Accounts Of Companies In Which Relatives Of The Knox County Judge/Executive
Serve As Officers

2004-16  Knox County Should Properly Monitor State Transportation Bridge Grants And Should
Require Adeguate Documentation For Project Costs

2004-17  The Knox County Fiscal Court Did Not Properly Bid Expenditures For Federal FEMA
Funds Resulting In Questioned Costs of $109,452

2004-18  Knox County Fiscal Court Has Questioned Costs of $107,952 of Federal Transportation
Grant Due To Failure To Comply With Proper Bidding Requirements
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EXECUTIVE SUMMARY

AUDIT EXAMINATION OF THE
KNOX COUNTY FISCAL COURT
June 30, 2004

(Continued)

2004-19  Knox County Should Properly Monitor Federal Transportation Grants And Should Require
Adequate Documentation For Project Costs

2004-20  The County Should Ensure That All Required Individuals File A Financial Disclosure
Statement

2004-21  The County Should Obtain Refund For Federal Excise Tax Paid In Error

2004-22  The County Treasurer Should Deposit Cashier's Checks Received From Gas And Oil
Companies Into An Escrow Account In Order To Minimize Risk To County

2004-23  The County Should Adhere To Competitive Bid Regulations
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CRIT LUALLEN
AubiTor oF PuBLic AccounNTs

To the People of Kentucky
Honorable Ernie FHetcher, Governor
Rabbie Rudolph, Secretary
Finance and Administration Cabinet
Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Independent Auditor’ s Report

We were engaged to audit the financial activity contained in the Fourth Quarter Report of Knox County,
Kentucky, as of and for the year ended June 30, 2004. The financial activity is the responsibility of the
Knox County Fiscal Court.

The financial activity contained in the Fourth Quarter Report is intended to present budgeted and actual
revenues and expenditures of the Knox County Fiscal Court on the cash basis of accounting and also the
long-term debt of the Fiscal Court. Actual revenues and expenditures are recognized when received or
paid rather than when earned or incurred. The presentation of the financial activity contained in the
Fourth Quarter Report is not intended to be a presentation in conformity with generally accepted
accounting principles.

Based on our assessment of fraud risk, we determined the risk of fraud to be too high, and we were
unable to apply other procedures to overcome this fraud risk. In addition, the Fiscal Court had
weaknesses in the design and operation of its internal control procedures and accounting functions.
Furthermore, management elected to override the internal control procedures that were in place. In
addition, management did not provide us with a representation letter required by generally accepted
auditing standards.

Because of the high level of fraud risk, internal control weakness, management overrides of controls,
and failure to provide a management representation letter, the scope of our work was not sufficient to
enable us to express, and we do not express, an opinion on the financial activity contained in the report
referred to in the first paragraph.

Our audit was conducted for the purpose of forming an opinion on the Fourth Quarter Report of Knox
County, Kentucky. The accompanying schedule of expenditures of federal awards is presented for
purposes of additional analysis as required by U.S. Office of Management and Budget Circular A-133,
Audits of States, Local Governments and Non-Profit Organizations, and is not a required part of the
Fourth Quarter Report. As discussed in the third paragraph above, the scope of our work was not
sufficient to enable us to express an opinion on the Fourth Quarter Report, and likewise, and for the
same reasons, we are unable to express, and we do not express, an opinion on the schedule of
expenditures of federal awards in relation to the Fourth Quarter Report.

105 SEA HERO ROAD, SUITE 2 TELEPHONE 502.573.0050
FRANKFORT, KY 40601-5404 FAcCsiMILE 502.573.0067
WWW.AUDITOR.KY.GOV

AN EquaL OrrorTuNiTY EMpPLoyeEr M/ F / D
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To the People of Kentucky
Honorable Ernie FHetcher, Governor
Rabbie Rudolph, Secretary
Finance and Administration Cabinet
Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

In accordance with Government Auditing Standards, we have also issued our report dated March 31,
2006, on our consideration of Knox County, Kentucky’s internal control over financial reporting and on
our tests of its compliance with certain provisions of laws, regulations, contracts, and grant agreements
and other matters. The purpose of that report is to describe the scope of our testing of internal control
over financial reporting and compliance and the results of that testing, and not to provide an opinion on
the internal control over financial reporting or on compliance. That report is an integral part of an audit
performed in accordance with Government Auditing Standards and should be considered in assessing
the results of our audit.

Based on the results of our audit, we present the schedule of findings and questioned costs, included
herein, which discusses the following report comments:

2004-01 The County Should Properly Maintain Personnel Records

2004-02 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

2004-03 The Jail Canteen Account Should Be Closed

2004-04 The County Should Improve Their Internal Control Procedures

2004-05 The Fiscal Court Should Review The Administrative Code Annualy As Required By
KRS 68.005(2)

2004-06 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2004-07 FEMA Monies Should Be Transferred To The Road Fund

2004-08 The County Should Make Lease Payments In Accordance With Lease Schedule To Avoid
Late Payment Charges

2004-09 The County Should Have Better Control Over Voided Checks

2004-10 The County Should Maintain Documentation For Credit Card Purchases To Assure All
Charges Are For Official Purposes

2004-11 The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

2004-12 The County’s Supporting Documentation For Asphalt Expenditures Totaling $475,121 Was
Incomplete

2004-13 The County Should Maintain Supporting Documentation For Expenditures, Pay Invoices
Timely, And Comply With Bidding Requirements

2004-14 The County Should Properly Prepare A Schedule Of Expenditures Of Federal Awards

2004-15 County Payments Totaling $52,201 To Companies Were Either Cashed Or Deposited Into
Bank Accounts Of Companies In Which Relatives Of The Knox County Judge/Executive
Serve As Officers

2004-16 Knox County Should Properly Monitor State Transportation Bridge Grants And Should
Require Adequate Documentation For Project Costs

2004-17 The Knox County Fiscal Court Did Not Properly Bid Expenditures For Federal FEMA Funds
Resulting In Questioned Costs of $109,452

2004-18 Knox County Fiscal Court Has Questioned Costs of $107,952 of Federal Transportation
Grant Due To Failure To Comply With Proper Bidding Requirements

2004-19 Knox County Should Properly Monitor Federal Transportation Grants And Should Require
Adeguate Documentation For Project Costs

2004-20 The County Should Ensure That All Required Individuals File A Financia Disclosure
Statement

2004-21 The County Should Obtain Refund For Federal Excise Tax Paid In Error



To the People of Kentucky

Honorable Ernie Fletcher, Governor
Rabbie Rudolph, Secretary
Finance and Administration Cabinet

Honorable Raymond Smith, Knox County Judge/Executive

Members of the Knox County Fiscal Court

2004-22 The County Treasurer Should Deposit Cashier's Checks Received From Gas And Oil
Companies Into An Escrow Account In Order To Minimize Risk To County
2004-23 The County Should Adhere To Competitive Bid Regulations

Audit fieldwork completed -
March 31, 2006

Respectfully submitted,

/A

Crit Ludlen
Auditor of Public Accounts
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Fiscal Court Members:
Raymond C. Smith
Carson Gilbert

Willard Bargo

Vernon Hamilton

Doyle Gibson

Giulio Cima

Other Elected Officials:

Charley Dixon, Jr.
Preston Smith
Mike Corey

Greg Helton

John Pickard

Bill Oxendine

Jerry Garland

Appointed Personnel:
Tammy Wine
Tammy Wine

Tammy Mayes

KNOX COUNTY OFFICIALS

For The Y ear Ended June 30, 2004

County Judge/Executive
Magistrate
Magistrate
Magistrate
Magistrate
Magistrate

County Attorney

Jailer

County Clerk

Circuit Court Clerk

Sheriff

Property Vauation Administrator

Coroner

County Treasurer
Occupational Tax Administrator

Finance Officer
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KNOX COUNTY

FOURTH QUARTER FINANCIAL STATEMENT

For TheYear Ended June 30, 2004
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2
05/09/06 TUE 13:44 FAX 502 564 2976 ~ STATE LOCAL DEBT OFFICE - | Pag@%
AUG-83-2004 ©8:41 FROM:KNOX CO FISCAL COURT 6EES465196 TO:582 564 2976 P. 201831

Page 10f 1

——— /S
Department for Local || The following financial filcs have been recieved from Knox County
Governme nt for the 4th Quarter of the fiscal year ending June 30, 2004 ;

, , 1. MEADER.TXT (199)
County Financial 2. SUMMARY.TXT (3400) ECEIVE
Reports 3. RECONCIL.TXT (2720) H

4. RECEIPTS.TXT (36668) AUG 03 2004

Upload Signature | 5. DISBURSE TXT (104225

L . : I
Page 7. SHORTTRM.TXT(0) DM OF FINANCIAL SERVICES

8. TOTLIBIL.TXT (49)

If you recieve any errors, please contact the DLG webmaster
and provide the contents of this page. Thank you.

e __ Sign-Off Form
Please Print this our and Fax it back with Produced on:
the following signatures to 1.502-573-3712 7/3172004 11:02:21 AM

To the best of my kaowlcdge the informatien co.

(Signed)

erein is accurate and complete.

Z-3l 04

County Judge/Executive Date
To the best of my kriiowledge the information contained herein is accurate and complete.

Siened) T o gy () me Z 3409

County Treasurer Date
_ End of URIR Report
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KNOX COUNTY
SCHEDULE OF FINDINGS AND QUESTIONED COSTS

Fiscal Year Ended June 30, 2004
SUMMARY OF AUDIT RESULTS

1. Theauditor’s report expresses no opinion on the financia activity of Knox County, Kentucky.

2. Thirteen (13) reportable conditions relating to the internal control of the audit of the financia
statements are reported in the Independent Auditor’ s Report.

3. Fourteen (14) instances of noncompliance materia to the financial statements of Knox County were
disclosed during the audit.

4. There were two (2) reportable conditions relating to the audit of the major federal awards programs
reported in the Independent Auditor’ s Report.

5. The auditor’'s report on compliance for the audit of the major federal awards programs for Knox
County expresses an adverse opinion.

6. There are four (4) audit findings relative to the mgjor federal awards programs for Knox County
reported in this schedule.

7. The programs tested as major programs were: U.S. Department of Homeland Security and U.S.
Department of Transportation.

8. Thethreshold for distinguishing Type A and Type B programs was $300,000.

9. Knox County was not determined to be alow-risk auditee.

B. FINDINGS - FINANCIAL STATEMENT AUDIT

2004-01 The County Should Properly Maintain Personnel Records

During the testing of payroll where we tested ten timesheets, we found the following:

* one of the timesheets was not signed by the employee,
¢ three of the timesheets did not contain supervisor approval,
* on one of the timesheets tested there were two weekly totals computed incorrectly,

* and one of the employees reported eight hours of sick leave taken and had only 3.33 hours in
accumulated sick leave.

In addition, auditors found no evidence of Fiscal Court approval for all salaries. According to
KRS 337.320, every employer must keep a record of: (2) The amount paid each pay period to each
employee; (b) the hours worked each day and each week by each employee; and (c) such other
information as the secretary requires. KRS 64.530 requires the Fiscal Court to fix the compensation of
every county officer and employee except the officers named in KRS 64.535 and the county attorney
and jailer. We recommend the County comply with KRS 337.320 and KRS 64.530 by maintaining the
required records approving all salaries.

County Judge/Executive Raymond C. Smith’s Response:

Concur. Remedial actions taken include, modifying county payroll procedures to require signatures of
all appropriate parties prior to generating payroll and replacement of the County Finance Officer.
Copies of all W-2s are maintained by the County Finance Officer, as well as, records reflecting
approval of salaries. Request additional information in order to prepare a detailed response to specific
deficiencies noted in tests of payroll documents.

Most of the documentation specified in the 5/1/2006 response to our request for further information was
made available to field audit personnel. We are sending completed documents via facsimile and US
Mail. We are still looking Ms. Gambrel’s[sic] Fiscal Court Action. We know it was brought before the
Fiscal Court prior to her permanent employment; but may have escaped being recorded in the Minutes.
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SCHEDULE OF FINDINGS AND QUESTIONED COSTS
Fiscal Year Ended June 30, 2004

(Continued)

2004-02 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

During the testing of payroll, auditors noted that County employees are not receiving the same level of
health insurance benefits. Some employees are receiving County-paid family coverage while others are
paying for the extra cost for family coverage. During fiscal year ended June 30, 2004, the County paid
as much as $340 per month per employee for the additional costs of the family plan over the single plan.
The County’s Administrative Code states on page 34 that the County pays for an individual health
insurance policy but does not add that certain individuals will receive the family benefit as well.
OAG 94-15 dtates, “the basic statute providing for governmentally funded heath coverage
(KRS 79.080) for public employees does not provide for one level of coverage for officers, and another
level for employees. Accordingly, we believe such differing coverage would not be lawful as not
authorized by statute” We recommend that the County comply with the Administrative Code and
provide the same level of benefits to al County employees. We further recommend that the Fiscal
Court seek legal advice from the County Attorney as to the legality of not providing the same level of
health insurance coverage for all employees as stated in OAG 94-15.

County Judge/Executive Raymond C. Smith’s Response:

The comment is correct insofar as it is presented; however, after reviewing the 2002 Audit, we asked
officials from GOLD and the Office of the Auditor of Public Accounts to explain how we can legally
lower compensation after it has been set by the previous fiscal court in accordance with the provisions
of KRS 64.527, 64.285 and 64.530(6), which precludes any reduction for the elected official and/or
members of hisher staff during the term of office. We recently received a response from GOLD
indicating that it may be addressed on or before the First Monday in May of 2006 when compensation
is set for the next administration. Judge Smith is aware the insurance program is not consistent with
the County’s Administrative Code and has indicated that he is prepared to address the issue on or
before May 1, 2006.

Furthermore, the referenced statutes are not consistent with each other and the Attorney General’s
Opinion cited does not address a policy that has been in place ever since the county afforded family
health insurance coverage to its elected officials, key officials and department heads. In several
instances health insurance coverage for spouses and the employee was the deciding factor in accepting
the compensation packages offered.

KRS 79.080 does not specifically disallow varying programs for various classes of employees and even
allows for family coverage. Itisour opinion that counties are given great latitude under the Home Rule
Satute (KRS 67.080(1a).

Auditor’s Reply:

The Auditor reasserts its position that providing one level of health insurance coverage for elected
officials and key employees, while providing a lesser level of coverage to other County employees, is
not authorized by law, and may be, as OAG 94-15 states, unconstitutional. Further, the Governor’'s
Office for Local Development concurred that “benefits’ are not included in “compensation” for the
purposes of this comment.
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SCHEDULE OF FINDINGS AND QUESTIONED COSTS
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(Continued)

2004-03 The Jail Canteen Account Should Be Closed

During review of the canteen fund, auditor noted a balance of $21,547 in the jail canteen bank account.
Since thejail isnot in operation as afull servicejail, and the canteen funds are restricted to expenditures
for the recreation or benefit of inmates, we recommend that the Knox County Attorney consult with the
Department of Corrections to determine proper disbursement of the funds.

County Judge/Executive Raymond C. Smith’s Response:

We concur wholeheartedly. We have requested a solution to the closeout of the account from the Union
National Bank, Auditor of Public Accounts, Department of Corrections and Governor’s Office for a
method to close the account as the Jail was closed on June 2, 2003. On June 7, 2004, the County
Judge/Executive requested an Attorney General’s Opinion through Knox County Attorney, Charlie
Greene Dixon, Jr. relating to the disposal of assets in the Knox County Jail Canteen Fund. To the best
of our knowledge and opinion has never been issued. None of these agencies have been able to
recommend a solution.

Auditor’s Reply:

The Department of Corrections has advised that its staff is willing to assist Knox County.

2004-04 The County Should Improve Their Internal Control Procedures

The County has alack of segregation of duties. Due to the entity’ s diversity of official operations, small
size and budget restrictions, the County has limited options for establishing an adequate segregation of
duties. We recommend the following procedures be implemented to strengthen this internal control
weakness:

* An independent person should list al receipts and agree them back to the treasurer’s receipts
ledger. Also, the employee opening the mail should keep a listing of all checks received for that
day, detailing the date received, the check amount, who it is from, and what the check isfor.

. An independent person should open bank statements and review them for unusual items, such
as debit memos, and overdraft charges. The person initialing the envelope or bank statement can
document this.

. An independent person should review the treasurer’s bank reconciliations for accuracy. The
person completing this review should initial the bank reconciliation to document this.
. An employee independent of check writing and posting duties should match purchase orders to

checks and invoices. The employee who signs the checks should cancel the purchase orders and

invoices to ensure invoices are not paid twice.
. To have better internal controls, it is a best practice to keep the receipt of cash, the
disbursement of cash, and the posting of cash to the ledgers delegated to separate individuals.

Also, the County should implement stronger internal controls over the computer system. All
transactions should be backed up daily on a disk and should be secured off-site.

We recommend the County implement these procedures. This will help segregate the duties of the
County Treasurer.
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SCHEDULE OF FINDINGS AND QUESTIONED COSTS
Fiscal Year Ended June 30, 2004

(Continued)

2004-04 The County Should Improve Their Internal Control Procedures

County Judge/Executive Raymond C. Smith’s Response:

a  Pursuant to the provisions of KRS 68.020, the County Treasurer is the only person authorized to
receive and disburse county funds. Execution of his comment would be a clear violation of the
statutory obligations placed on the County Treasurer and would expose the county to greater
financial risk. Thefiscal court has increased the bond of the County Treasurer to more adequately
reflect greater fiscal liabilities associated with the position.

b. Bank statements are now reviewed by the County Treasurer and County Finance Officer,
reconciled by hand and then reconciled with the computer. All statements have matched to the
penny in each and every month. Computer records are attached to hand statements. A daily log of
mail would be repetitious and a significant waste of time and effort. Statutory provisions regarding
occupational tax receipts place additional restrictions on personnel who may view the information
contained in returns.

C. Bank statements are now reviewed by the County Treasurer and County Finance Officer,
reconciled by hand and then reconciled with the computer.

d. Jamie Gambrel was employed to match checks with purchase orders and invoices. It is our policy
that all claims are paid from invoices. Tammy Mayes, County Finance Officer is then responsible
for clearing the appropriate purchase order. It has been our observation that utilities pose a
greater risk for duplication than general invoices.

€. Please explain. This comment is a clear violation of KRS 68.020. Are you suggesting that we
violate a statute intentionally?

f.  This comment is completely unfounded. The complete system back-up is performed on the county’s
computer system daily by the County Finance Officer and Treasurer. The County Finance Officer
and Treasurer take the tapes home each working day to prevent the total loss of information stored
on the system.

Auditor’s Reply:

It will not be aviolation of law for the County Treasurer, with the assistance of other county personnel,
to implement the procedures enumerated to strengthen internal controls. These procedures can be
implemented at the same time the Treasurer fulfills his’her responsibilities under KRS 68.020. In
addition, the Governor’s Office for Local Development has recommended that the County Treasurer
and his’her designee also be bonded.



KNOX COUNTY

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
Fiscal Year Ended June 30, 2004

(Continued)

2004-05 The Fiscal Court Should Review The Administrative Code Annualy As Required By
KRS 68.005(2)

The Fiscal Court did not review its Administrative Code during fiscal year ended June 30, 2004.
KRS 68.005(2) requires the fiscal court to review the Administrative Code annually during the month of
June and may by a two-thirds majority of the entire fiscal court amend the County Administrative Code
at that time. The County Judge/Executive may at other times prepare and submit amendments to the
code for approval by a mgority of the fiscal court. We recommend the Fiscal Court comply with
KRS 68.005(2).

County Judge/Executive Raymond C. Smith’s Response:

We concur with reservations. Pursuant to the provisions of KRS 67.100, “ The fiscal court is a court of
record. Minutes of the proceedings of each meeting shall be prepared and submitted for approval at the
next succeeding meeting. Every official action of the fiscal court shall be made a part of the permanent
records of the county. The county budget ordinance shall be indexed so that each index list covers one
(1) fiscal year and shall be listed in such index no later than thirty (30) days after passage and any
required approval. County Ordinances other than the county budget ordinance shall be indexed in a
composite index of all county ordinances in force, and shall be listed in the index no later than thirty
(30) days after passage and any required approval. A copy of all records required by this section shall
be kept in the office of the county clerk.” We agree that any document acted on by the court should be
included with the minutes and filed in the county clerk’'s office. We have noted that Ordinances,
Budgets and other documents have not been filed in the county clerk’s office for several years. | will
consult with the Knox County Clerk to ensure future compliance with these provisions.

It should be noted that there has been a long-standing tradition in Knox County that the County Clerk
declined to serve as the Clerk to the Fiscal Court (The Fiscal Court only allows $50.00 per meeting to
maintain the minutes of the Fiscal Court Meetings). This makesit necessary to solicit the services of an
employee of the Fiscal Court to maintain the fiscal court’s meeting minutes. Every Knox County Fiscal
Court Clerk, including those acting in that capacity, have been duly presented and approved by the
entire Fiscal Court in the same manner as the County Treasurer is selected. As Fiscal Court Clerk, the
individual is responsible to the entire Fiscal Court and has been instructed accordingly.

We find no mention in the statutes requiring minutes or their components to be indexed.

We find no mention in your comments of a specific or material irregularity with regard to the minutes
or the payment of claims approved by the court. During this administration, there has not been a single
instance where a member of the Fiscal Court voiced a problem or the General Public regarding the
manner in which the minutes are recorded or who records them.

Minutes are not signed or filed until they are approved at the next regularly scheduled meeting. In
addition, audiotapes are maintained for each meeting of the Fiscal Court, to provide additional
documentation that offers more than enough detail to accurately reflect the acts and intentions of the
Fiscal Court.

Claims are paid from the list presented to the Fiscal Court which may be further verified by the Finance
Officer, Treasurer and Deputy Judge/Executive. The recommendations made by your office will prove
far more cumbersome and costly than necessary.
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(Continued)

2004-05 The Fiscal Court Should Review The Administrative Code Annualy As Required By
KRS 68.005(2) (Continued)

County Judge/Executive Raymond C. Smith’s Response: (Continued)

Your recommendation to index minutes and claims lists would easily cost as much as $1,000.00 per
meeting and require the services of a certified stenographer to record the minutes. We would like to
discuss some other method of achieving a reasonable level of comfort for all concerned.

Auditor’s Reply:

The County Judge/Executive’s response, above, appears not to be responsive to the Comment and
Recommendation preceding it. The Auditor, however, reiterates the recommendation that the Fiscal
Court follow KRS 68.005(2) which requires an annual review of the County’s Administrative Code.
The statute does not require the Code to be amended annually. When the Fiscal Court does review the
Code, the minutes should reflect the fact that Fiscal Court conducted the annual review in compliance
with the statute.

2004-06 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

During our review of the Fiscal Court minutes, we found that they were being prepared by an employee
who works in the County Judge/Executive's office and that they were also being filed in the County
Judge/Executive's office. Further review of the minutes revealed that the claims list (expenditures
approved for payment) approved by the Fiscal Court was not attached to the Fiscal Court minutes. It
was filed separately from the minutes, was not signed by members of the Fiscal Court, and therefore we
could not verify that the members certified that the claims were approved for payment. In an effort to
increase controls over the Fiscal Court minutes, we recommend the claims list be indexed, attached to
the minutes, and filed in the County Clerk’s office. The pages of the minutes and the claims list should
be sequentially numbered and signed by all members of the Fiscal Court certifying that they are correct
and complete.

County Judge/Executive Raymond C. Smith’s Response:

You fail to cite anything more than an individual opinion in your comment. We find no mention in
Kentucky Statute requiring more than one set of fiscal court minutes be maintained. Every Fiscal Court
Clerk has been duly presented and approved by the entire Fiscal Court in the same manner as the
County Treasurer isrequired. As Fiscal Court Clerk, the individual is responsible to the entire Fiscal
Court and has been instructed in that manner. It has been a long-standing tradition in Knox County
that the Knox County Clerk traditionally declines to serve as Clerk to the Fiscal Court (The Fiscal
Court only allows $50.00 per meeting to maintain the minutes of the Fiscal Court Meetings). This
makes it necessary to solicit an employee of the Fiscal Court to maintain the Fiscal Court’'s Minutes.
Furthermore, there is no mention in your comments of any irregularity with respect to the minutes or
payment of approved claims. There has never been any problem voiced by a member of the Fiscal
Court or the General Public with respect to the manner in which the minutes are kept. Minutes are not
signed until approval at a subsequent meeting. Voice tapes are maintained for each meeting of the
Fiscal Court, as further documentation to provide for more than enough detail to accurately reflect the
acts and intentions of the Fiscal Court. Claims are paid from the list presented to the Fiscal Court
which may be further verified by the Finance Officer, Treasurer and Deputy Judge/Executive. The
recommendations made by your office will prove far more cumbersome and expensive than any measure
taken by any entity of Government. Your recommendations would easily cost as much as $1,000.00 per
meeting and require a legal stenographer to take minutes.
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(Continued)

2004-06 Fisca Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office (Continued)

Auditor’s Reply:

The recommended actions are simple and should not cause the County any additional burden or cost.
First, the Fiscal Court minutes and all other records documenting the official actions of the Fiscal Court
should be maintained by the County Clerk and kept in the office of the County Clerk, as required by
KRS 67.100, and as done in other counties. Second, the County Clerk’s records are already indexed in
the normal course of business.

2004-07 FEMA Monies Should Be Transferred To The Road Fund

During fiscal year ended June 30, 2004, a wire transfer for $4,974.60 was deposited into the Stinking
Creek Fund in error. Since this is restricted FEMA money, the above amount should be transferred to
the Road Fund. We recommend the County Treasurer transfer $4,974.60 from the Stinking Creek Fund
to the Road Fund to correct thiserror. We have made an adjusting entry on the financial statements.

County Judge/Executive Raymond C. Smith’s Response:

Concur with reservation. The county maintains a separate FEMA Fund. The funds in question were
deposited into the wrong account as a result of a bank error. $4,794.60 was transferred to the Road
Fund on April 12, 2006 (LGEDF check number 1011 attached).

2004-08 The County Should Make Lease Payments In Accordance With Lease Schedule To Avoid
Late Payment Charges

During the review and testing of the County’s leases, we found that the County did not comply with the
terms of the |lease-purchase agreements with Caterpillar Financial Services and John Deere. The terms
reguire the County to make monthly payments to these companies. During the fiscal year, the County
skipped a total of three (3) payments to these companies and was late on some of the payments that
were made. As aresult of this, Caterpillar Financial Services charged Knox County Fiscal Court $734
in late charges. Late payment charges are not a good use of public funds and should be avoided. We
recommend the County comply with terms of the lease-purchase agreements by making payments in
accordance with the payment schedule to avoid late payment charges.

County Judge/Executive Raymond C. Smith’s Response:

Concur. The late payment charges were not discovered until late in 2003 and that monthly payments
required fiscal court approval. Since that time, Caterpillar Financial has been paid off and all
equipment lease payments are included in a standing order approved by the fiscal court and payments
have been transferred to the LGEA Fund beginning in FY 2006. There has not been a late payment on
alease since that time.

2004-09 The County Should Have Better Control Over Voided Checks

During the review of invoices auditor noted that several voided checks with signatures were included in
the files. We recommend that the County adopt a policy to have better control over voided checks by
detaching the signatures before filing to prevent misuse.
County Judge/Executive Raymond C. Smith’s Response:

Concur. The situation was corrected during the course of audit field work.
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2004-10 The County Should Maintain Documentation For Credit Card Purchases To Assure All
Charges Are For Official Purposes

Auditors chose twenty (20) credit card statements to test for a total of $28,594 in charges. Of the
twenty (20) statements auditor noted:

eleven (11) finance charges totaling $114

twenty-nine (29) transactions totaling $5,955 did not have a copy of the invoice

seven (7) no-show charges from hotels totaling $949

and seventy-six (76) receipts totaling $26,365 did not have a signature of the employee using the
credit card

Some of the items purchased without an employee's signature or receipts are:

* hotel charges totaling $2,300 - receipts were not available for $795 and no employee signature for
$1,505

Lowe's - no receipt for $92; employee did not sign receipt for $227

restaurants - employees did not sign receipt for $50; no receipt available for $45

office supplies totaling $1,151- no receipts

carpet totaling 1,087 - no receipts

security cameratotaling $1,340 - no receipts

Auditor also noted that the Judge's credit card had a credit limit of $10,000 while the others tested had
credit limits of $250. When the purchase was over the $250 limit and the employee did not use the
Judge’'s credit card they would use several credit cards to cover the total purchase, a practice which
eliminates control over large credit card charges. The payment of late charges are not a good use of
public funds. We also noted that the former County Judge/Executive’ s name continues to be printed on
the statements. We recommend that the Fiscal Court apply best practices when exercising its fiduciary
responsibility to act as agents of the public trust. We also recommend that the Fiscal Court have more
control of credit card usage and require documentation of the individual using the card and for what
reason. Also, the credit card company should be notified to change the County Judge/Executive's
name. The following procedures should be implemented immediately to strengthen internal controls
over credit card use:

*  No County employee should use ancther employee’s credit card for any reason.

* All receipts for credit card transactions should be attached to the statement and filed for preparation
of the claimslist.

* Once the statement is received and all receipts related to that statement are attached to the credit
card statement, a detailed list of transactions should be included on the claims list presented to the
Fiscal Court for approval.

* Inaddition, we recommend the County Attorney review these expenditures to determine whether al
purchases were for official business for the credit card purchases noted above.

County Judge/Executive Raymond C. Smith’s Response:

Concur with reservation. We have determined that charges contained in the comment were for official
purposes only. The number of credit cards available for public use will be reduced or diminated. For
any remaining credit cards, the procedures identified in this comment will be implemented immediately.
We invite anyone to examine the purchases.
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2004-11 The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

The County completed the capital asset schedules for fiscal year 2004. However, these schedules were
not al-inclusive. Auditors found additional assets that had to be added to the County’s schedules.
Also, these schedules had many errors and omissions. Depreciation amounts were not calculated
correctly for certain assets and historical costs were not included for all assets. The number of years
owned was not included for all assets or was in error. We have included a few examples of the many
errors that we found on the County’s schedules. For example, Roads and Bridges were not included on
the County’'s capital asset schedule; however, the value as of June 30, 2004, was $1,550,649. The
historical value of land was undervalued by $700,000 and buildings were undervalued by $5,537,400.
Without accurate records the County may not be maintaining adeguate insurance coverage. We
recommend the County maintain complete and accurate capital assets schedules, which will meet GASB
#34 requirements.

County Judge/Executive Raymond C. Smith’s Response:

Concur with reservation. Bonnie Garland was employed to maintain the county’s capital asset
schedule. It was her first year and she presented the information to the best of her ability despite the
fact that nobody in the Auditor of Public Accounts Office had given her any instruction. Unfortunately,
most of the capital assets owned by the county were acquired by previous administrations and adequate
records were not available to capture the total assets of the county. We take exception to the fact that
an employee of the Office of Public Accounts [sic] was unable to operate the program given us by the
Auditors Office. Ms. Garland spent a number of hours and finally got the program to work after audit
personnel were unable to. Audit personnel unilaterally devalued a number of assets that were replaced
through insurance losses and did not take into account that fiscal court sets the depreciation schedule,
not the Auditor of Public Accounts. A complete inventory of county property was conducted in the
Soring of 2003 and was accurate and complete at that time.  Adequate insurance coverage has never
been an issue. It should also be noted that Knox County has undertaken an extensive inventory of all
road assets and the audit personnel were informed that despite our strong encouragement, the
information has yet to be returned by the Kentucky Department of Highways.

Auditor’s Reply:

The Auditor of Public Accounts (APA) conducted workshops for counties to provide GASB 34 capita
asset training. Sixteen of these workshops were conducted in 2002, two in 2003, and one in 2004. Of
these, only one was attended by former Knox County Treasurer, Wanda Moore. Additionally, the APA
offers ongoing assistance to anyone who calls from a county regarding GASB 34 implementation. No
such requests for assistance have been made by Knox County. Also available since late 2003, to any
local government, is extensive GASB 34 implementation information on the APA website.

Furthermore, audit personnel often make audit adjustments when they find that errors have been made
in a County’s depreciation schedule. This should not be confused with the County’s responsibility for
valuing assets appropriately which is a management function, but which must be handled within the
guidelines of generally accepted accounting principles.
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2004-12 The County’s Supporting Documentation For Asphalt Expenditures Totaling $475,121 Was
Incomplete

The County’s supporting documentation for asphalt expenditures totaling $475,121 was incomplete.
Asphalt purchases totaled $479,066 during fiscal year ended June 30, 2004. During the audit, we
discovered that weight tickets did not properly support $475,121 of the invoices paid for asphalt
purchases. Weight tickets document that the product was received for County operations since it
itemizes the day, location, the receiver, and quantity of asphalt received. Therefore, it is required that
supporting documentation be maintained for asphalt purchases. In an effort to strengthen interna
controls over disbursements, we recommend that the County maintain weight tickets for all asphalt
expenditures. Furthermore, the County employees should sign weight tickets as evidence that the
product was actually received and used for County operations.

County Judge/Executive Raymond C. Smith’s Response:
Concur with reservations. We have no doubt the charges were appropriate; however; in the future, the

County Road Supervisor will appoint an individual to remain with the contractor to insure that all
weight tickets are captured and reconciled.

2004-13 The County Should Maintain Supporting Documentation For Expenditures, Pay Invoices
Timely, and Comply With Bidding Requirements

During our testing of expenditures, we found that some invoices were missing from County files and
that the County did not pay for all goods and servicestimely. The test also revealed that the County did
not comply with state and County bid requirements. Our test sample of sixty (60) expenditures revealed
the following:

*  Two (2) of the invoices were not paid within thirty (30) days.
Other tests of disbursements performed revealed the following:
* Nineteen (19) invoices selected were not paid within thirty (30) days

* Oneinvoice appeared to have been paid twice
* Latechargestotaling $1,713 were paid
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2004-13 The County Should Maintain Supporting Documentation For Expenditures, Pay Invoices
Timely, and Comply With Bidding Requirements (Continued)

The “Uniform System of Accounts’ as stipulated by the Governor’s Office for Local Devel opment
(GOLD) requires counties to maintain adequate supporting documentation for all county expenditures.
Furthermore, KRS 65.140 requires any county purchaser that receives goods or services to pay for those
goods and services within thirty (30) working days of receipt of a vendor’'s invoice. Pursuant to
KRS 424.260 except where a statute specifically fixes alarger sum as the minimum for a requirement of
advertisement for bids, no city, county, or district, or board or commission of a city or county, or sheriff
or county clerk, may make a contract, lease, or other agreement for materials, supplies except perishable
meat, fish, and vegetables, equipment, or for contractua services other than professional, involving an
expenditure of more than twenty thousand dollars ($20,000) without first making newspaper
advertisement for bids. According to the County’s Administrative Code, the negotiated process may be
used instead of advertisement for bids if the amount exceeds $20,000 in the following circumstances:
(1) an emergency exists and 2) al bids received exceed the amount budgeted. We recommend that the
County comply with these requirements by maintaining supporting documentation for all expenditures,
paying invoices timely, and bidding and/or following the County’s Administrative Code for
expenditures in excess of $20,000, in the future.

County Judge/Executive Raymond C. Smith’s Response:

Request additional information to prepare a response.

Wyatt, Tarrant and Combs agreed when they were retained to accept payment of legal fees as funds
permitted. Many of the legal fees were associated with the foreclosure of the Knox County Hospital and

funds wer e not available until bonds were sold.

2004-14 The County Should Properly Prepare A Schedule Of Expenditures Of Federal Awards

The County Treasurer did not properly prepare the Schedule of Expenditures of Federal Awards for
fiscal year ended June 30, 2004 in accordance with OMB Circular A-133. The worksheet provided to
us indicated the County had spent atotal of $1,149,579 in federal funds, while the corrected worksheset
reflected $1,034,983 in federal expenditures. During fiscal year ended June 30, 2004, asingle audit was
required if federal expenditures equaled or exceeded $500,000.

OMB Circular A-133 Audits of States, Local Governments and Non-Profit Organizations, section
310(B) requires the auditee to prepare a schedule of expenditures of federal awards covered by the
auditee’ sfinancial statements. At aminimum, the schedule should include the following, if applicable:

e Listindividual Federa programs by Federal Agency. For Federal programsincluded in a cluster of
programs, list individual Federal programs within a cluster of programs. For Research &
Development, total Federal awards expended shall be shown either by individual award or by
Federal agency and major subdivision within the Federal agency. For Example, the National
Ingtitutes of Health is amajor subdivision in the Department of Health and Human Services.

* For Federal awards received as a subrecipient, the name of the pass-through entity and identifying
number assigned by the pass-through entity shall be included.

* Provide total Federal awards expended for each individual Federal program and the Catalogue of
Federal Domestic Assistance (CFDA) number or other identifying number when the CFDA
information is not available.

* Include notes that describe the significant accounting policies used in preparing the schedule.

* To the extent practical, pass-through entities should identify in the schedule the total amount
provided to subrecipients from each Federal program.
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2004-14 The County Should Properly Prepare A Schedule Of Expenditures Of Federal Awards
(Continued)

* Include, in either the schedule or a note to the schedule, the value of the Federal awards expended
in the form of non-cash assistance, the amount of insurance in effect during the year, and loans or
loan guarantees outstanding at year end. While not required, it is preferable to present this
information in the schedule.

In the future, we recommend the County properly prepare the Schedule of Expenditures of Federal
Awards and provide supporting documentation for amounts reported.

County Judge/Executive Raymond C. Smith’s Response:

The situation is duly noted and we concur with comments. Since that time the Knox County Treasurer
has made the necessary corrections. To the former Treasurer’s credit, federal funds are often passed
through the state and did not include the necessary information to determine whether the funds were
state or federal. Since then, we have established a policy to provide the Treasurer with the necessary
documentsto track federal funds.

2004-15 County Payments Totaling $52,201 To Companies Were Either Cashed Or Deposited Into
Bank Accounts Of Companies In Which Relatives Of The Knox County Judge/Executive
Serve As Officers

During fiscal year ended June 30, 2004, disbursements totaling $52,201 were made by the County with
county checks to a trucking company and to a construction company for road related obligations
totaling $40,751, and one federal obligation totaling $11,450. We have determined that the payments
made to these companies were either cashed or deposited into bank accounts of other companies in
which the relatives of the Knox County Judge/ Executive serve as officers. Because we found checks
that were either cashed or deposited into bank accounts other than the payee trucking and construction
companies, we performed additional procedures and discovered that the Knox County Judge/
Executive's relatives are officers of the other companies listed in the checks' endorsements. The
County Judge/Executive did not disclose any type of relationship with either the trucking or the
construction company in his signed financial disclosure statement filed with the ethics commission or
his signed related party questionnaire obtained as part of our audit.

The above transactions may involve questionable banking practices relating to the depositing and
cashing of checks by individuals other than the intended payee. The County Treasurer should obtain
fronts and backs of all cancelled checks and review the endorsements. Any endorsements other than
that of the intended payee should be referred to the Fiscal Court, which should seek legal advice from
the County Attorney as to the appropriateness.

We recommend the County follow its Ethics Code. Any possible violations should be reported to the
Cumberland Valley Regiona Board of Ethics. The County Attorney should follow up on any findings
by the Board of Ethics and implement recommendations made.
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2004-15 County Payments Totaling $52,201 To Companies Were Either Cashed Or Deposited Into
Bank Accounts Of Companies In Which Relatives Of The Knox County Judge/Executive
Serve As Officers (Continued)

County Judge/Executive Raymond C. Smith’s Response:

I am explaining the trucking company by asking that the attached item # 13 letter of the 2003 audit be
reviewed as part of the explanation of why the trucking company was used in 2004 and for the reasons
that the checks were endorsed, deposited, and cashed by my family’s business. The trucking company
was still hauling coal and the coal company had started shipping coal from Middlesboro, Kentucky in
Bell County to Gatliff Coal in Whitley County and the trucks were hauling right past the gravel quarry.
The truck was returning empty back to Barbourville, Kentucky at the end of each day. The trucking
company agreed to charge only $1.00 per ton haul bill for the back haul load, and that was $.50 per ton
cheaper than the quarry was charging the county ($1.50 per ton). The trucking company only hauled
one load a day and not every day and that is why the total monies paid to the trucking company were so
low. The quarry was a little mad over the replacement cost penalty that |1 had written into the new
contract and were not shipping the county all the rock on a timely basis. The quarry had received the
haul contract by bidding for the gravel and hauling contracts that fiscal year — July 1, 2004 through
June 30, 2005). The Fiscal Court voted to accept all trucking bids just for this reason. The bid was
awarded to all the bidders as long as the trucks would agree to haul for the same price or less than the
quarry. Several of the trucking bids were for the same prices as the quarry had bid. So, the Fiscal
Court as to not make any bidder (voters) mad, voted to accept all of the bids with the stipulation that
they would haul for the same price or less than the quarry bid! By my actions to allow a second
trucking company to fill in and pick up the slack on delivery by the quarry, the quarry quickly saw that
| was not going to play games on the trucking either. They started delivering the county gravel in a
prompt and proficient manner. The quarry and | came to a mutual understanding of what was
acceptable business practices and the gravel supply problems were solved and have remained so! Note
— my family owned trucks hauled some of the gravel also and the county as before was never charged
for this gravel trucking bill. The magistrates were and are very much aware that this happened. | have
forever fixed the trucking problem by purchasing the county their own new mack trucks and the county
doesit’s own gravel hauling with their own trucks, fuel, and labor, which saves the county a great deal
of money and prevents any one from profiting from the county gravel business!

The county also sells and replaces the haul trucks every year. | negotiated a guarantee buy back and
performance availability contract with the truck manufacturing company. This is a practice which |
brought from the private business sector. The company agrees to pay the county a minimum of 90% of
the purchase price and 95% availability use of the trucks. The first year of this contract, which is the
first used for county government in the state of Kentucky, Knox County sold its one year old trucks and
even after taking the sale bill out, made the county over $12,000.00 more than we paid for the trucks.
Thiswas after using them for a year and virtually costing the county no maintenance.
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2004-15 County Payments Totaling $52,201 To Companies Were Either Cashed Or Deposited Into
Bank Accounts Of Companies In Which Relatives Of The Knox County Judge/Executive
Serve As Officers (Continued)

The construction company began doing business with the county in fiscal year 2004 (June 30, 2003
through July 1, 2004) only after winning the contract to supply construction work to the county on an
hourly basis. The contract is what the county had used for the past 12 years and lists equipment by
name brand, size and by hourly rate to include fuel and operator. This service is used only to provide
extra equipment in time of emergency when the county does not have a sufficient amount of equipment,
type of equipment, or personnel to complete the amount or type of work in a reasonable time frame to
restore public service of roadways. | had gone out and asked several different construction companies
to bid on the county hourly business during the 2004 fiscal year. | had done this because the “ one”

construction company had been the only company to perform work for the county in the past four years
and had been doing a horrible job in both performance and price (# of hours) turned in to accomplish
thework. | asked a friend, which had a good background in construction, to turnin a bid. Heturnedin
a bid, which was opened in public during an open fiscal court meeting. The bid was opened at the same
publicly announced time and meeting that all of the yearly bids were opened and they had submitted the
lowest price per hour on the specified equipment. The construction company was new and only had bid
because of my solicitation and had not wished to open a checking account not knowing if they would
truly get any work or not! The Fiscal Court voted to accept all submitted construction by the hour bids
in order to not make any one company mad! This was fine with me because this allowed me to prove
my point of allowing both companies to do the same type of work, in order to have an example of both
number of hours it took to complete the identical work and to have a physical display of the poorly
performed work by the “ one” construction company. | used the old example of “ a picture is worth a
thousand words.” The three magistrates that “ completely’” support the use of only the “one”

construction company allowed me to use the construction company mentioned in this audit item only at
the end of fiscal year 2004 and only to do a small amount of work as to not make the dominant “ one”

construction company mad, but it was enough for me to prove a point. The construction company
mentioned in this audit item did use my family owned business to cash its checks, only because it did not
wish to operate as a full blown company, seeing that he had gone virtually all of fiscal year 2004
without doing very much work. Thisis evident from the small dollar amount paid to the company by the
county. | asked my family to cash his checks and guarantee his purchases and labor billsin order to get
him to bid. | was prevented from using him by the threat from the three magistrates. By me allowing
the massive bulk of work to continue to go to the “ one” construction company, it allowed me to also get
the court to vote to accept all construction bids for the fiscal year 2005. | wished to use a different
construction company in order to actually get the quality of work and the county could get the amount
of work it was paying for. This action was accomplished in fiscal year 2005. This action resulted in an
all out war within the Fiscal Court, which bears itself out in the Fiscal Court meeting taped recordings.
| also fed that by me taking the construction away from the “on€’ construction company, this
wonderfully, over-inflated audit occurred! | will fight fire with fire in order to prove a point and stop
corruption as soon as it is discovered.

Bottom Line:
No laws were broken
There were no violations of the Knox County Ethics Code

Opened up construction work to everyone and tried to display corruption in Fiscal Court with the
“one” construction company.
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2004-15 County Payments Totaling $52,201 To Companies Were Either Cashed Or Deposited Into
Bank Accounts Of Companies In Which Relatives Of The Knox County Judge/Executive
Serve As Officers (Continued)

Auditor’s Reply:

Attached in Appendix A is a spreadsheet and examples of the types of transactions that generated this
comment.

2004-16  Knox County Should Properly Monitor State Transportation Bridge Grants And Should
Require Adeguate Documentation For Project Costs

Knox County did not properly monitor state transportation bridge grants and failed to require contractor
to submit itemized invoices for grant expenditures totaling $609,042. During fiscal year ending June
30, 2004, the County entered into four different contracts with the Kentucky Transportation Cabinet for
the purpose of building various bridges. During the audit, we found that supporting documentation
maintained for these grants was not adequate since the invoices did not itemize labor, equipment and
material costs associated with the project. The following is a breakdown of grant expenditures
according to project that did not have adequate supporting documentation:

Expenditures
During

Bridge Project FY E 6-30-04
California Hollow $ 190,626
Little Brush Creek 121,635
Scott Hollow 185,875
Little Brush Creek 110,906
Total $ 609,042

According to the terms of the contract agreement executed between the County and Kentucky
Transportation Cabinet, the County must maintain for a period of three years al records of materials,
equipment and labor costs involved in the performance of the project. Therefore, we recommend that
the County require contractors to submit itemized invoices reflecting actual costs hilled to the projects.
We aso recommend that the County implement procedures to ensure that the project is properly
monitored for compliance with the terms of the grant agreement.

County Judge/Executive Raymond C. Smith’s Response:

Concur. Future requests for funding will include on-site inspection services by appropriate personnel.
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2004-17 The Knox County Fiscal Court Did Not Properly Bid Expenditures For Federal FEMA Funds
Resulting In Questioned Costs of $109,452

The Knox County Fiscal Court did not properly bid expenditures totaling $109,452 during fiscal year
ended June 30, 2004. The total approved project amount for two projects relating to disaster 1454
requiring bids was $71,264. Of this amount, $53,448 represents the federa portion of the grant
expenditures. Additionally, the total approved project amount for two projects relating to disaster 1475
was $74,673. Of this amount, $56,004 represents the federal portion of the grant expenditures. During
the audit, we found that expenditures far exceeded $20,000 and were not competitively bid. According
to the terms of the grant agreement, the applicant agrees to comply with all applicable provisions of
federal and state laws and regulations in regard to procurement of goods and services and to contracts
for repair or restoration of public facilities. Pursuant to KRS 424.260 except where a statute specifically
fixes a larger sum as the minimum for a requirement of advertisement for bids, no city, county, or
district, or board or commission of a city or county, or sheriff or county clerk, may make a contract,
lease, or other agreement for materials, supplies except perishable meat, fish, and vegetables,
equipment, or for contractual services other than professional, involving an expenditure of more than
twenty thousand dollars ($20,000) without first making newspaper advertisement for bids. According
to the County’s Administrative Code, the negotiated process may be used instead of advertisement for
bids if the amount exceeds $20,000 in the following circumstances: (1) an emergency exists and (2) all
bids received exceed the amount budgeted. Thus, we found that the prerequisite to use the negotiated
process for contract labor was not met due to the time lapse between the date the disaster was declared
and the date services were procured. Therefore, we recommend that the County adhere to all applicable
laws and regulations regarding competitive bid requirements.

County Judge/Executive Raymond C. Smith’s Response:

Disagree. The County Judge/Executive authorized work under the provisions of KRS 39B.070.
Auditor’s Reply:

While the County Judge/Executive does have certain authority in an emergency situation, this work was

contracted a year after the described emergency and did not appear to be procured for an emergent
situation. KRS 39B.070 would not be applicable, as this does not appear to be an emergency situation.

2004-18 Knox County Fiscal Court Has Questioned Costs of $107,952 of Federal Transportation
Grant Due To Failure To Comply With Proper Bidding Requirements

During our testing, we discovered that expenditures totaling $107,952 were not paid at the price stated
within the state bid master agreement. As stated on the vendor’s invoice, these expenditures consisted
of a $20,000 lump sum payment for tile equipment; a $76,192 lump sum payment for clearing and
grubbing equipment and an $11,760 lump sum payment for silt fence equipment. On February 10, 2004
the Knox County Fiscal Court entered into an agreement with a contractor relating to the construction of
an access road at the Tri-County Industrial Park. The agreement stated that the contractor was currently
under contract with the Commonwealth of Kentucky under Master Agreement No. M-02430019 and
Master Agreement No. M-02449774 for the utilization of excavating and equipment operators a a
specified hourly rate. Additionally, the provisions contained within those master agreements allow the
extension of those services to counties of the Commonwealth.
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2004-18 Knox County Fiscal Court Has Questioned Costs of $107,952 of Federal Transportation
Grant Due To Failure To Comply With Proper Bidding Requirements (Continued)

We found that none of the $107,952 lump sum payments were within the specified rates included in the
master agreements. Therefore, the Fiscal Court has questioned costs totaling $107,952 for failure to pay
in accordance with the specified rates included in the master agreements. Asaresult of this, the County
did not comply with KRS 424.260, which requires counties to advertise for bid goods or services that
equal or exceed $20,000. According to the County’s Administrative Code, the negotiated process may
be used instead of advertisement for bids if the amount exceeds $20,000 in the following circumstances:
(1) an emergency exists and 2) all bids received exceed the amount budgeted. Neither of these
circumstances applied to this project, which resulted in the County not complying with the
Administrative Code. Therefore, we recommend that the County adhere to all applicable county, state,
and federal laws and regulations regarding competitive bid requirements.

County Judge/Executive Raymond C. Smith’s Response:

Concur with reservation. Equipment utilized in the project was bid in June of 2003. The contractor,
M&D Construction was the apparent low bidder and was the only Knox County General Contractor
certified by the state at that time. In addition, the Kentucky Department of Highways was aware of how
the project was awarded and had no problems with it. The Knox County Treasurer is recalculating all
invoices associated with the project and we will invoice the contractor for any and all over-charges.

2004-19 Knox County Should Properly Monitor Federal Transportation Grants And Should Require
Adequate Documentation For Project Costs

Knox County did not properly monitor the Tri County Industrial Park grant activity and failed to require
contractor to submit itemized invoices for grant expenditures totaling $324,602. On January 15,
2004, the County entered into a contract with the Kentucky Transportation Cabinet for the purpose
of constructing an industrial access road. During the audit, we found that supporting
documentation maintained for these grants was not adequate since the invoices did not itemize
actual labor and equipment costs associated with the project or the billing time periods.
Specifically, we found that invoices were prepared based on estimated amounts rather than actual
costs. We dso found that no written certifications verifying that the work was adequately
performed were conducted. According to the terms of the contract agreement executed between
the County and Kentucky Transportation Cabinet, the County is required to maintain for a period
of three years al records of materials, equipment and labor costs involved in the performance of
the project including certification that the work was accomplished on a publicly maintained
facility. Therefore, we recommend that the County require contractors to submit itemized invoices
reflecting actual costs billed to the projects. We adso recommend that the County implement
procedures to ensure that the project is properly monitored for compliance with the terms of the
grant agreement.

County Judge/Executive Raymond C. Smith’s Response:

Concur. Future contracts will require an on-site inspector to verify quantities and approve all requests
for payment.
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2004-20 The County Should Ensure That All Required Individuals File A Financia Disclosure
Statement

During our review of financial disclosure statements, we discovered that several required elected
officials, appointed officers and employees did not file a financia disclosure with the Cumberland
Valley Regiona Board of Ethics. Thisincludes the following individuals:

*  County Coroner

e Constables

e Chief Deputies

e  Department Heads

Under the authority of KRS Chapter 65, Knox County Fiscal Court enacted an ordinance establishing a
code of ethics to guide the conduct of elected and appointed officers and employees of the county.
According to the ethics code adopted by the County, the following individuals are required to file a
financial disclosure statement:

1. Elected officers,

2. Candidates for elected office;

3. Commission or Board appointees, appointed and/or approved by the Knox Fiscal Court
that receive any compensation for such appointment; and

4. Chief deputies, and department heads (e.g. Ambulance Director, Road Supervisor,
Assistant and Deputy Judge/Executive)

The financial disclosure statements required by the county’s ethics code must be filed with
Cumberland Valley Regional Board of Ethics no later than March 1, at 3:00 p.m. each year for
compensated board appointees and all elected county officials and within 21 days after the filing
date for candidates for county offices or their date of nomination whichever shall first occur. Any
financial disclosure statement filed after this date is delinquent. We recommend the County follow
its Ethics Code. Any possible violations should be reported to the Cumberland Valley Regional
Board of Ethics. The County Attorney should follow up on any findings by the Ethics Commission
and implement recommendations made.

County Judge/Executive Raymond C. Smith’s Response:
Concur. We have requested the Cumberland Valley Regional Board of Ethics provide us with an

inventory of the Financial Disclosure Forms received from Knox County and will pursue completion
from all who have not complied.
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KNOX COUNTY

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
Fiscal Year Ended June 30, 2004

(Continued)

2004-21 The County Should Obtain Refund For Federal Excise Tax Paid In Error

During the course of the audit, we determined that the County did not properly review invoices for
petroleum products to ensure that federal excise tax refunds were properly claimed. Because of billing
issues described below, there is a potential that the County is due a refund for federal excise taxes paid
on gasoline purchased at retail pumps during fiscal year ended June 30, 2004. Asapoalitical subdivision
of a state, the County qualifies for the nontaxable use of gasoline. The purpose of Internal Revenue
Service Form 8849, Claim For Refund of Excise Taxes, is to claim certain fuel related refunds such as
nontaxable uses or sales of fuels. Claimants must file Form 8849 within three years following the close
of the fiscal year. This would allow the County to also claim refunds for nontaxable uses or sales of
fuels during the preceding two fiscal years. As a result, the County could potentially be due a
significant refund because of the quantity of gasoline purchased. Therefore, we recommend the County
refer to the guidelines set forth in Internal Revenue Service Form 8849, Claim For Refund of Excise
Taxes in determining the amount of any refund that may be due to the County. The County should also
confer with the vendors to determine the types of purchases for which federal excise taxes were paid
and to determine the amount of any credits already taken. We recommend the County pursue a refund
immediately due to time constraints for filing the refund claim.

County Judge/Executive Raymond C. Smith’s Response:
Concur. We are contacting the respective vendors to complete IRS Form 8849 on our behalf, as their

bid(s) were to exclude the federal excise tax on fuel.

2004-22 The County Treasurer Should Deposit Cashier’s Checks Received From Gas And Qil
Companies Into An Escrow Account In Order To Minimize Risk To County

We determined during the course of our audit that the County sometimes receives cashier’s checks from
gas and oil companies working in the County. These checks are received in lieu of performance bonds
in case these companies damage county property during the course of their work. When the County
receives these checks, they place them in their safe deposit box at the bank. If there is no damage to
county property, the checks are returned to the companies at the conclusion of their work. We
recommend that the County Treasurer deposit these checks into an escrow account at the bank rather
than storing them in a safe deposit box. The funds can then be returned to the companies at the
conclusion of their work. This will provide an accountability for the funds received and disbursed by
the county, provide an audit trail, and assure the security of funds.

County Judge/Executive Raymond C. Smith’s Response:

Disagree. The method Knox County uses to secure itself from damages arising from gas and oil
companies has worked extremely well and helps to encourage gas and oil exploration by not requiring
the additional cost of performance bonds. At the same time, a cashier’s check represents an absolute
assurance that Knox County will not be adversely affected by companies utiliziing Knox County road
rights-of-way for gas line installation. If, Knox County were to deposit these funds in an escrow
account, legal action would be required to access the funds if they are required to finance repairs to
county roads. That would add additional cost to the county. Furthermore, we find nothing in the
statutes preventing Knox County's acceptance of cashier’s checks in lieu of performance bonds. Until
the checks are cashed they are not considered an asset of the county. Request the Auditor of Pubic
Account provide another solution to provide for accountability.
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KNOX COUNTY

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
Fiscal Year Ended June 30, 2004

(Continued)

2004-22 The County Treasurer Should Deposit Cashier’s Checks Received From Gas And Qil
Companies Into An Escrow Account In Order To Minimize Risk To County (Continued)

Auditor’s Reply:
The Auditor did not comment that the County violated statute, only that there is a better and safer way

to secure cashier's checks. We reaffirm our recommendation to deposit the checks in an escrow
account at abank rather than storing them in a safe deposit box.

2004-23 The County Should Adhere To Competitive Bid Regulations

Knox County failed to comply with state and local bid laws relating to contract haulers. We noted that
the County let bids for contract haulers. However, rather than awarding the bid to one successful
bidder, the County made a motion accepting all bids for contract haulers. KRS 424.260 states that bids
for materials, supplies, equipment, or services must be obtained for expenditure of more than twenty
thousand dollars. Furthermore, the County’s Administrative Code sets out the procedures for the
vendor and contract selection process and the prerequisites for the negotiated process. According to the
County’s Administrative Code, the negotiated process may be used instead of advertisement for bids if
the amount exceeds $20,000 in the following circumstances: (1) an emergency exists and 2) al bids
received exceed the amount budgeted. Thus, we found that the prerequisite to use the negotiated
process for contract haulers was not met. The competitive bid process ensures that the county procures
goods and services at the best overall value and ensures that bidders receive afair and equal opportunity
to conduct business with the county. Therefore, we recommend that the County adhere to al applicable
laws and regulations regarding competitive bid requirements

County Judge/Executive Raymond C. Smith’s Response:

Concur with reservation. During this administration, Knox County has instituted formal procedures to
solicit bids for all known services, products and equipment required by the county prior to the start of a
new fiscal year. Occasionally, Knox County has purchased goods and/or services under the emergency
power s of the County Judge/Executive as prescribed by KRS 39B.070.

PRIOR YEAR FINDINGS:

2003-01 The County Should Follow Proper Payroll Procedures

2003-02 The Fiscal Court Should Properly Prepare A Schedule Of Expenditures of Federal Awards

2003-03 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

2003-06 The County Should Improve Their Internal Control Procedures

2003-09 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2003-10 The Fisca Court Should Review The Administrative Code Annualy As Required By

KRS 68.005(2)

2003-11 Payments Totaling $30,481 To A Company Were Deposited Into A Bank Account Of A
Company In Which Relatives Of The Knox County Judge/Executive Serve As Officers

2003-12 The County Should Pay Invoices Timely

2003-13 Fisca Court Should Take Corrective Actions Regarding Prior Y ear Comments



KNOX COUNTY
SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS

Fiscal Year Ended June 30, 2004
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REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND
ON COMPLIANCE AND OTHER MATTERSBASED ON AN AUDIT OF THE FINANCIAL STATEMENT
PERFORMED IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS
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CRIT LUALLEN
AupbiTor oF PuBLic AccounTs

The Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Report On Internal Control Over Financial Reporting And
On Compliance And Other Matters Based On An Audit Of The Financial
Statement Performed In Accordance With Government Auditing Standards

We were engaged to audit the financia activity of the Fourth Quarter Report of Knox County,
Kentucky, as of and for the year ended June 30, 2004, and have issued our report thereon dated
March 31, 2006. We did not express an opinion on the Fourth Quarter Report because based on our
assessment of fraud risk, we determined the risk for fraud to be too high and we were unable to apply
other procedures to overcome this fraud risk. In addition, the Knox County Fiscal Court had
weaknesses in the design and operation of its internal control procedures and accounting functions.
Furthermore, management elected to override the interna control procedures that were in place. In
addition, management did not provide us with a representation letter required by generally accepted
auditing standards.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Knox County’s internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on the
Fourth Quarter Report and not to provide an opinion on the internal control over financia reporting.
However, we noted certain matters involving the internal control over financial reporting and its
operation that we consider to be reportable conditions. Reportable conditions involve matters coming to
our attention relating to significant deficiencies in the design or operation of the internal control over
financial reporting that, in our judgment, could adversely affect Knox County’'s ability to record,
process, summarize, and report financial data consistent with the assertions of management in the
financial statements. Reportable conditions are described in the accompanying schedule of findings and
questioned costs as items:  2004-01, 2004-04, 2004-06, 2004-08, 2004-09, 2004-10, 2004-11, 2004-12,
2004-13, 2004-14, 2004-16, 2004-21, and 2004-22.

A material weakness is a reportable condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that misstatements caused
by error or fraud in amounts that would be material in relation to the financial statements being audited
may occur and not be detected within atimely period by employees in the normal course of performing
their assigned functions.

105 SEA HErRO ROAD, SUITE 2 TELEPHONE 502.573.0050
FRANKFORT, KY 40601-5404 FAcsiMILE 502.573.0067
WWW.AUDITOR.KY.GOV

AN EquaL OrrorTuNIiTY EMPLoYEr M/ F / D



Report On Internal Control Over Financial Reporting

And On Compliance And Other Matters Based On An Audit Of The Financia
Statement Performed In Accordance With Government Auditing Standards
(Continued)

Our consideration of the internal control over financial reporting would not necessarily disclose all
matters in the internal control that might be reportable conditions and, accordingly, would not
necessarily disclose al reportable conditions that are aso considered to be material weaknesses.
However, we consider al of the reportable conditions described above to be material weaknesses.

Compliance And Other Matters

As part of obtaining reasonable assurance about whether Knox County’s Fourth Quarter Report is free
of material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts, and grant agreements, noncompliance with which could have a direct and
material effect on the determination of financial statement amounts. However, providing an opinion on
compliance with those provisions was not an objective of our audit, and accordingly, we do not express
such an opinion. The results of our tests disclosed instances of honcompliance or other matters that are
required to be reported under Government Auditing Standards and which are described in the
accompanying schedule of findings and questioned costs as items: 2004-01, 2004-02, 2004-03, 2004-05,
2004-06, 2004-07, 2004-08, 2004-10, 2004-13, 2004-15, 2004-17, 2004-18, 2004-20, 2004-23.

Thisreport is intended solely for the information and use of management and the Governor’s Office for
Local Development and is not intended to be and should not be used by anyone other than these
specified parties.

Respectfully submitted,

Crit Luallen

Auditor of Public Accounts

Audit fieldwork completed -
March 31, 2006
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APPLICABLE TO EACH MAJOR PROGRAM AND ON INTERNAL
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CRIT LUALLEN
AupbiTor oF PuBLic AccounTs

The Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Report On Compliance With Requirements
Applicable To Each Mgjor Program And On Internal Control
Over Compliance In Accordance With OMB Circular A-133

Compliance

We have audited the compliance of Knox County, Kentucky, with the types of compliance requirements
described in the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance
Supplement that are applicable to each of its major federal programs for the year ended June 30, 2004.
Knox County’s major federal programs are identified in the summary of auditor’s results section of the
accompanying schedule of findings and questioned costs. Compliance with the requirements of laws,
regulations, contracts, and grants applicable to each of its major federal programs is the responsibility of
Knox County’s management. Our responsibility isto express an opinion on Knox County’s compliance
based on our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States; and OMB Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations. Those standards and OMB
Circular A-133 require that we plan and perform the audit to obtain reasonable assurance about whether
noncompliance with the types of compliance requirements referred to above that could have a direct and
material effect on a major federal program occurred. An audit includes examining, on a test basis,
evidence about Knox County’s compliance with those requirements and performing such other
procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion. Our audit does not provide a legal determination of Knox County’s
compliance with those requirements.

As described in items 2004-17 and 2004-18 in the accompanying schedule of findings and questioned
costs, Knox County Fiscal Court did not comply with requirements regarding
procurement/suspension/debarment, that are applicable to its mgor programs. U.S. Department of
Homeland Security and U.S. Department of Transportation. Compliance with such requirements is
necessary, in our opinion, for Knox County Fiscal Court to comply with requirements applicable to each
program.

In our opinion, because of the effects of the noncompliance described in the preceding paragraph, Knox
County Fiscal Court did not comply in all material respects, with the requirements referred to above that
are applicable to U.S. Department of Homeland Security and U.S. Department of Transportation.
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Report On Compliance With Requirements

Applicable To Each Mgjor Program And On Internal Control
Over Compliance In Accordance With OMB Circular A-133
(Continued)

Internal Control Over Compliance

The management of Knox County is responsible for establishing and maintaining effective internal
control over compliance with requirements of laws, regulations, contracts, and grants applicable to
federal programs. In planning and performing our audit, we considered Knox County’s internal control
over compliance with requirements that could have a direct and material effect on a major federa
program in order to determine our auditing procedures for the purpose of expressing our opinion on
compliance and to test and report on internal control over compliance in accordance with OMB Circular
A-133.

We noted certain matters involving the internal control over compliance and its operation that we
consider to be reportable conditions. Reportable conditions involve matters coming to our attention
relating to significant deficiencies in the design or operation of the internal control over compliance
that, in our judgment, could adversely affect Knox County Fiscal Court’s ability to administer a major
federal program in accordance with the applicable requirements of laws, regulations, contracts, and
grants. A reportable condition is described in the accompanying schedule of findings and questioned
costs as items 2004-14 and 2004-19.

A material weakness is a reportable condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that noncompliance with
applicable requirements of laws, regulations, contracts, and grants caused by error or fraud that would
be materia in relation to a major federal program being audited may occur and not be detected within a
timely period by employees in the norma course of performing their assigned functions. Our
consideration of the internal control over compliance would not necessarily disclose al matters in the
internal control that might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses. However, we consider the
reportable conditions described above to be material weaknesses.

This report is intended solely for the information and use of management, federal awarding agencies,
and pass-through entities and is not intended to be and should not be used by anyone other than the
specified parties.

Respectfully submitted,

Crit Luallen

Auditor of Public Accounts

Audit fieldwork completed -
March 31, 2006
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LOCAL GOVERNMENT ECONOMIC ASSISTANCE PROGRAM

KNOX COUNTY FISCAL COURT

For TheFiscal Year Ended
June 30, 2004
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CERTIFICATION OF COMPLIANCE
LOCAL GOVERNMENT ECONOMIC ASSISTANCE AND DEVELOPMENT PROGRAMS

KNOX COUNTY FISCAL COURT
For The Fiscal Year Ended June 30, 2004

The Knox County Fiscal Court hereby certifies that assistance received from the Local
Govemment Economic Development Program and Local Government Economic Assistance
Program was expended for the purpose intended as dictated by the applicable Kentucky Revised

- Statutes.

” Smith, County Judge/Executive

Tammy Wine, C% Treasurer
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KNOX COUNTY FISCAL COURT

For The Year Ended June 30, 2005


GGIESLER
Page 131




GGIESLER
Page 132


EXECUTIVE SUMMARY

AUDIT EXAMINATION OF THE
KNOX COUNTY FISCAL COURT

June 30, 2005

The Auditor of Public Accounts was engaged to audit the financia activity of the Knox County Fiscal
Court for fiscal year ended June 30, 2005, and we have issued a disclaimer of opinion thereon. In
accordance with OMB Circular A-133, we have issued an adverse opinion on the compliance
requirements that are applicable to Knox County’s major federal programs, U.S. Department of
Transportation, and one nonmajor program, U.S. Department of Homeland Security, for the year ended
June 30, 2005.

Based on our assessment of fraud risk, we determined the risk for fraud to be too high and we were
unable to apply other procedures to overcome this fraud risk. In addition, the Fiscal Court had
weaknesses in the design and operation of its internal control procedures and accounting functions.
Furthermore, management elected to override the internal control procedures that were in place. In
addition, management did not provide us with a representation letter required by generally accepted
auditing standards. The significance of these issues, in the aggregate, prevents us from expressing an
opinion and we do not express an opinion on the financia activities of the Knox County Fiscal Court.

Report Comments:

2005-01  The County Should Ensure That The Same Level Of Hedth Insurance Benefits Are
Provided To All County Employees As Stated In Kentucky Attorney General Opinion
(OAG) 94-15

2005-02  The Jail Canteen Account Should Be Closed

2005-03  The County Should Improve Their Internal Control Procedures

2005-04  The Fiscal Court Should Review The Administrative Code Annually As Required By
KRS 68.005(2)

2005-05  The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2005-06  The County Treasurer Should Prepare An Accurate Fourth Quarter Financial Report

2005-07  The County Treasurer Should Deposit Cashier's Checks Received From Gas And Oil
Companies Into An Escrow Account In Order To Minimize Risk To County

2005-08  The County Should Maintain Documentation For Credit Card Purchases To Assure All
Charges Are For Official Purchases

2005-09  The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

2005-10  The County Should Strengthen Controls Over Employee Timesheets

2005-11  All Transfers Between Funds Should Have Prior Fiscal Court Approval

2005-12  The County Should Have Better Control Over Voided Checks

2005-13  TheFiscal Court Should Properly Prepare A Schedule Of Expenditures Of Federal Awards

2005-14  Knox County Should Properly Monitor State Transportation Bridge Grants And Should
Require Adeguate Documentation For Project Costs

2005-15  Knox County Fiscal Court Has Questioned Costs of $134,090 of Federal Transportation
Grant Due To Failure To Comply With Allowable Costs

2005-16  Knox County Should Properly Monitor Federal Transportation Grants And Should Require
Adequate Documentation For Project Costs

2005-17  County Payments By Checks Totaling $346,129 Made Payable To A Company Were
Either Cashed Or Deposited Into Bank Accounts Of Other Companies In Which Relatives
Of The Knox County Judge/Executive Serve As Officers, Or Contained Questionable
Endorsements
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EXECUTIVE SUMMARY
AUDIT EXAMINATION OF THE
KNOX COUNTY FISCAL COURT
June 30, 2005
(Continued)

2005-18  The County Should Comply With Terms Of KIA Coa Development Waterline Grant

2005-19  The Knox County Fiscal Court Did Not Maintain Proper Supporting Documentation For
Federal Funds Resulting In Questioned Costs of $37,303 For The May 2004 Disaster

2005-20  Questionable Payments Were Made To A Company Totaling $101,546 For Various County
Road Projects

2005-21  The County Should Ensure That All Required Individuals File A Financial Disclosure
Statement

2005-22  The County’s Supporting Documentation For Asphalt Expenditures Totaling $145,677
Was Incomplete

2005-23  The County Should Adhere To Competitive Bid Regulations

2005-24  The County Should Obtain Refund For Federal Excise Tax Paid In Error

2005-25  The County Should Improve Monitoring Controls Over Grants Administered By Third
Parties

2005-26  The Loca Government Economic Assistance Fund Should Repay The Road Fund
$202,780

2005-27  The County Should Maintain Supporting Documentation For Expenditures, Pay Invoices
Timely, and Comply With Bidding Requirements
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CRIT LUALLEN
AupbiTor oF PuBLic AccounNTs

To the People of Kentucky
Honorable Ernie FHetcher, Governor
Raobbie Rudolph, Secretary
Finance and Administration Cabinet
Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Independent Auditor’ s Report

We were engaged to audit the financial activity contained in the Fourth Quarter Report of Knox County,
Kentucky, as of and for the year ended June 30, 2005. The financial activity is the responsibility of the
Knox County Fiscal Court.

The financial activity contained in the Fourth Quarter Report is intended to present budgeted and actual
revenues and expenditures of the Knox County Fiscal Court on the cash basis of accounting and also the
long-term debt of the Fiscal Court. Actual revenues and expenditures are recognized when received or
paid rather than when earned or incurred. The presentation of the financial activity contained in the
Fourth Quarter Report is not intended to be a presentation in conformity with generally accepted
accounting principles.

Based on our assessment of fraud risk, we determined the risk of fraud to be too high, and we were
unable to apply other procedures to overcome this fraud risk. In addition, the Fiscal Court had
weaknesses in the design and operation of its internal control procedures and accounting functions.
Furthermore, management elected to override the interna control procedures that were in place. In
addition, management did not provide us with a representation letter required by generally accepted
auditing standards.

Because of the high level of fraud risk, interna control weakness, management overrides of controls,
and failure to provide a management representation letter, the scope of our work was not sufficient to
enable us to express, and we do not express, an opinion on the financial activity contained in the report
referred to in the first paragraph.

Our audit was conducted for the purpose of forming an opinion on the Fourth Quarter Report of Knox
County, Kentucky. The accompanying schedule of expenditures of federal awards is presented for
purposes of additional analysis as required by U.S. Office of Management and Budget Circular A-133,
Audits of States, Local Governments and Non-Profit Organizations, and is not a required part of the
Fourth Quarter Report. As discussed in the third paragraph above, the scope of our work was not
sufficient to enable us to express an opinion on the Fourth Quarter Report, and likewise, and for the
same reasons, we are unable to express, and we do not express, an opinion on the schedule of
expenditures of federal awards in relation to the Fourth Quarter Report.
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To the People of Kentucky
Honorable Ernie FHetcher, Governor
Raobbie Rudolph, Secretary
Finance and Administration Cabinet
Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

In accordance with Government Auditing Standards, we have also issued our report dated March 31,
2006, on our consideration of Knox County, Kentucky’s internal control over financial reporting and on
our tests of its compliance with certain provisions of laws, regulations, contracts, and grant agreements
and other matters. The purpose of that report is to describe the scope of our testing of internal control
over financial reporting and compliance and the results of that testing, and not to provide an opinion on
the internal control over financial reporting or on compliance. That report is an integral part of an audit
performed in accordance with Government Auditing Standards and should be considered in assessing
the results of our audit.

Based on the results of our audit, we present the schedule of findings and questioned costs, included
herein, which discusses the following report comments:

2005-01  The County Should Ensure That The Same Level Of Hedth Insurance Benefits Are
Provided To All County Employees As Stated In Kentucky Attorney General Opinion
(OAG) 94-15

2005-02  The Jail Canteen Account Should Be Closed

2005-03  The County Should Improve Their Internal Control Procedures

2005-04  The Fiscal Court Should Review The Administrative Code Annualy As Required By
KRS 68.005(2)

2005-05  The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2005-06  The County Treasurer Should Prepare An Accurate Fourth Quarter Financial Report

2005-07  The County Treasurer Should Deposit Cashier's Checks Received From Gas And Oil
Companies Into An Escrow Account In Order To Minimize Risk To County

2005-08  The County Should Maintain Documentation For Credit Card Purchases To Assure All
Charges Are For Official Purchases

2005-09  The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

2005-10  The County Should Strengthen Controls Over Employee Timesheets

2005-11  All Transfers Between Funds Should Have Prior Fiscal Court Approval

2005-12  The County Should Have Better Control Over Voided Checks

2005-13  TheFiscal Court Should Properly Prepare A Schedule Of Expenditures Of Federal Awards

2005-14  Knox County Should Properly Monitor State Transportation Bridge Grants And Should
Require Adeguate Documentation For Project Costs

2005-15  Knox County Fiscal Court Has Questioned Costs of $134,090 of Federal Transportation
Grant Due To Failure To Comply With Allowable Costs

2005-16  Knox County Should Properly Monitor Federal Transportation Grants And Should Require
Adequate Documentation For Project Costs

2005-17  County Payments By Checks Totaling $346,129 Made Payable To A Company Were
Either Cashed Or Deposited Into Bank Accounts Of Other Companies In Which Relatives
Of The Knox County Judge/Executive Serve As Officers, Or Contained Questionable
Endorsements

2005-18  The County Should Comply With Terms Of KIA Coa Development Waterline Grant

2005-19  The Knox County Fiscal Court Did Not Maintain Proper Supporting Documentation For
Federal Funds Resulting In Questioned Costs of $37,303 For The May 2004 Disaster

2005-20  Questionable Payments Were Made To A Company Totaling $101,546 For Various County
Road Projects

2005-21  The County Should Ensure That All Required Individuals File A Financial Disclosure
Statement
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To the People of Kentucky
Honorable Ernie FHetcher, Governor
Raobbie Rudolph, Secretary
Finance and Administration Cabinet
Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

2005-22  The County’s Supporting Documentation For Asphalt Expenditures Totaling $145,677
Was Incomplete

2005-23  The County Should Adhere To Competitive Bid Regulations

2005-24  The County Should Obtain Refund For Federal Excise Tax Paid In Error

2005-25  The County Should Improve Monitoring Controls Over Grants Administered By Third
Parties

2005-26 The Loca Government Economic Assistance Fund Should Repay The Road Fund
$202,780

2005-27  The County Should Maintain Supporting Documentation For Expenditures, Pay Invoices
Timely, and Comply With Bidding Requirements

Respectfully submitted,

Crit Luallen

Auditor of Public Accounts

Audit fieldwork completed -
March 31, 2006





GGIESLER
Page 138


Fiscal Court Members:
Raymond C. Smith
Carson Gilbert

Willard Bargo

Vernon Hamilton

Doyle Gibson

Giulio Cima

Other Elected Officials:

Charley Dixon, Jr.
Preston Smith
Mike Corey

Greg Helton

John Pickard

Bill Oxendine

Jerry Garland

Appointed Personnel:
Tammy Wine
Tammy Wine

Tammy Mayes

KNOX COUNTY OFFICIALS

For The Y ear Ended June 30, 2005

County Judge/Executive
Magistrate
Magistrate
Magistrate
Magistrate
Magistrate

County Attorney

Jailer

County Clerk

Circuit Court Clerk

Sheriff

Property Vauation Administrator

Coroner

County Treasurer
Occupational Tax Administrator

Finance Officer
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KNOX COUNTY

FOURTH QUARTER FINANCIAL STATEMENT

For TheYear Ended June 30, 2005
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2976 STATE LOCAL DEBT OFFICE Page@iﬂ%3
b KNDX FISCAL GOURT _ PAGE B1/91

Page ] of 1

. 564
0370906 _ TUE 13:44 FAX 502 564

County Firancial |} EAPERDIGl) (S FCEIVE
Reports - - RECONCIL.TXT (3740)
- RECEIPTS.TXT (42008) AUG - 3 2005

Upload Signature Page| 3 DISBURSE.TXT (93992)

- MYLIABIL.TXT (3744) e T
- SHORTTRM.TXT (0) O O sty
. TOTLIBIL.TXT (49)

Please Print this out and Fax it back with Produced on:
the following signatures to 1-502-573-3712 8/3/2005 8:40:35 AM

County Judge/Executive Date

" To the best of my knowledge the Information contained herein is accurate and complete,

gl T gmomgp ) s 0%-03-05

County Treasurer Date

End of UFIR Report
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KNOX COUNTY
SCHEDULE OF FINDINGS AND QUESTIONED COSTS

Fiscal Year Ended June 30, 2005

SUMMARY OF AUDIT RESULTS

N

The auditor’ s report expresses no opinion on the financial activity of Knox County, Kentucky.
Fourteen (14) reportable conditions relating to the internal control of the audit of the financia
statements are reported in the Independent Auditor’ s Report.

Fourteen (14) instances of noncompliance material to the financial statement of Knox County were
disclosed during the audit.

There were three (3) reportable conditions relating to the audit of the major federal awards
programs reported in the Independent Auditor’ s Report.

The auditor’s report on compliance for the audit of the magjor federal awards programs for Knox
County expresses an adverse opinion.

There are five (5) audit findings relative to the major federal awards programs for Knox County
reported in this schedule.

The programs tested as major programs were: U. S. Department of Homeland Security and U. S.
Department of Transportation.

The threshold for distinguishing Type A and B programs was $300,000.

Knox County was not determined to be alow-risk auditee.
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SCHEDULE OF FINDINGS AND QUESTIONED COSTS

Fiscal Year Ended June 30, 2005

2005-01 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

During the testing of payroll, auditors noted that county employees are not receiving the same level of
health insurance benefits. Some employees are receiving county-paid family coverage while others are
paying for the extra cost for family coverage. During fiscal year ended June 30, 2005, the County paid
as much as $600 per month per employee for the additional costs of the family plan over the single plan.
The County’s Administrative Code states on page 34 that the County pays for an individual health
insurance policy but does not add that certain individuas will receive the family benefit aswell. OAG
94-15 dtates, “the basic statute providing for governmentally funded health coverage (KRS 79.080) for
public employees does not provide for one level of coverage for officers, and another level for
employees. Accordingly, we believe such differing coverage would not be lawful as not authorized by
statute.” We recommend that the County comply with the Administrative Code and provide the same
level of benefitsto all county employees. We further recommend that the Fiscal Court seek legal advice
from the County Attorney asto the legality of not providing the same level of health insurance coverage
for al employees as stated in OAG 94-15.

County Judge/Executive Raymond C. Smith’s Response:

The comment is correct insofar as it is presented; however, after reviewing the 2002 Audit, we asked
officials from GOLD and the Office of the Auditor of Public Accounts to explain how we can legally
lower compensation after it has been set by the previous fiscal court in accordance with the provisions
of KRS 64.527, 64.285 and 64.530(6), which precludes any reduction for the elected official and/or
members of hisher staff during the term of office. We recently received a response from GOLD
indicating that it may be addressed on or before the First Monday in May of 2006 when compensation
is set for the next administration. Judge Smith is aware the insurance program is not consistent with
the County’s Administrative Code and has indicated that he is prepared to address the issue on or
before May 1, 2006.

Furthermore, the referenced statutes are not consistent with each other and the Attorney General’'s
Opinion cited does not address a policy that has been in place ever since the county afforded family
health insurance coverage to its elected officials, key officials and department heads. In several
instances health insurance coverage for spouses and the employee was the deciding factor in accepting
the compensation packages offered.

KRS 79.080 does not specifically disallow varying programs for various classes of employees and even
allows for family coverage. Itisour opinion that counties are given great latitude under the Home Rule
Satute (KRS 67.080(1a).

Auditor’s Reply:

The Auditor reasserts its position that providing one level of health insurance coverage for elected
officials and key employees, while providing a lesser level of coverage to other county employees, is
not authorized by law, and may be, as OAG 94-15 states, unconstitutional. Further, the Governor's
Office for Local Development concurred that “benefits’ are not included in “compensation” for the
purposes of this comment.
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(Continued)

2005-02 The Jail Canteen Account Should Be Closed

During review of the canteen fund, auditor noted a balance of $21,547 in the jail canteen bank account.
Sincethejail isnot in operation asafull servicejail, and the canteen funds are restricted to expenditures
for the recreation or benefit of inmates, we recommend that the Knox County Attorney consult with the
Department of Corrections to determine proper disbursement of the funds.

County Judge/Executive Raymond C. Smith’s Response:

We concur wholeheartedly. We have requested a solution to the close-out of the account from the
Union National Bank, Auditor of Public Accounts, Department of Corrections and Governor’s Office
for a method to close the account as the Jail was closed on June 7, 2003. None of these agencies have
been able to recommend a solution.

Auditor’s Reply:

The Department of Corrections has advised that its staff is willing to assist Knox County.

2005-03 The County Should Improve Their Internal Control Procedures

The County has alack of segregation of duties. Due to the entity’s diversity of official operations, small
size and budget restrictions the County has limited options for establishing an adequate segregation of
duties. We recommend the following procedures be implemented to strengthen this internal control
weakness:

* Anindependent person should list all receipts and agree them back to the treasurer’ s receipts ledger.
Also, the employee opening the mail should keep a listing of all checks received for that day,
detailing the date received, the check amount, who it is from, and what the check isfor.

* An independent person should open bank statements and review them for unusual items, such as
debit memos, and overdraft charges. The person initialing the envelope or bank statement can
document this.

* Anindependent person should review the treasurer’s bank reconciliations for accuracy. The person
completing this review could initia the bank reconciliation to document this.

* An employee independent of check writing and posting duties should match purchase orders to
checks and invoices. The employee who signs the checks should cancel the purchase orders and
invoices to ensure invoices are not paid twice.

* To have better interna contrals, it is a best practice to keep the receipt of cash, the disbursement of
cash, and the posting of cash to the ledgers delegated to separate individuals.

* Also, the County should implement stronger internal controls over the computer system. All
transactions should be backed up daily on a disk and should be secured off-site.

We recommend the County implement these procedures. This will help segregate the duties of the
County Treasurer.

County Judge/Executive Raymond C. Smith’s Response:

a. Pursuant to the provisions of KRS 68.020, the County Treasurer is the only person authorized
to receive and disburse county funds. Execution of this comment would be a clear violation of the
statutory obligations placed on the County Treasurer and would expose the county to greater financial
risk. The fiscal court has increased the bond of the County Treasurer to more adequately reflect
greater fiscal liabilities associated with the position.
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(Continued)

2005-03 The County Should Improve Their Internal Control Procedures (Continued)

b. Bank statements are now reviewed by the County Treasurer and County Finance Officer,
reconciled by hand and then reconciled with the computer. All statements have matched to the penny in
each and every month. Computer records are attached to hand statements. A daily log of mail would
be repetitious and a significant waste of time and effort. Statutory provisions regarding occupational
tax receipts place additional restrictions on personnel who may view the information contained in
returns.

C. Bank statements are now reviewed by the County Treasurer and County Finance Officer,
reconciled by hand and then reconciled with the computer.

d. Jamie Gambrel was employed to match checks with purchase orders and invoices. It is our
policy that all claims are paid from invoices. Tammy Mayes, County Finance Officer is then
responsible for clearing the appropriate purchase order. It has been our observation that utilities pose
a greater risk for duplication than general invoices.

e Please explain. This comment is a clear violation of KRS 68.020. Are you suggesting that we
violate a statute intentionally?

f. This comment is completely unfounded. The complete system back-up is performed on the
county's computer system daily by the County Finance Officer and Treasurer. The County Finance
Officer and Treasurer take the tapes home each working day to prevent the total loss of information
stored on the system.

Auditor’s Reply:

It will not be aviolation of law for the County Treasurer, with the assistance of other county personnel,
to implement the procedures enumerated to strengthen internal controls. These procedures can be
implemented at the same time the Treasurer fulfills his’her responsibilities under KRS 68.020. In
addition, the Governor’s Office for Local Development has recommended that the County Treasurer
and his’her designee also be bonded.

2005-04 The Fisca Court Should Review The Administrative Code Annualy As Required By
KRS 68.005(2)

The Fiscal Court did not review its Administrative Code during fiscal year ended June 30, 2005. KRS
68.005(2) requires the fiscal court to review the Administrative Code annually during the month of June
and may by a two-thirds majority of the entire fiscal court amend the County Administrative Code at
that time. The County Judge/Executive may at other times prepare and submit amendments to the code
for approval by a majority of the fiscal court. We recommend the Fiscal Court comply with KRS
68.005(2).

County Judge/Executive Raymond C. Smith’s Response:

None.
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2005-05 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

During our review of the Fiscal Court minutes, we found that they were being prepared by an employee
who works in the County Judge/Executive's office and that they were also being filed in the County
Judge/Executive's office. Further review of the minutes revealed that the claims list (expenditures
approved for payment) approved by the Fiscal Court were not attached to the Fiscal Court minutes.
They were filed separately from the minutes, were not signed by members of the Fisca Court, and
therefore we could not verify that the members certified that they were the claims approved for
payment. Also, during our review of subseguent events, we observed that the Fiscal Court Clerk had
not signed each of the minutesin July 2005. In one instance we found that the Acting Chairman did not
sign the minutes. In an effort to increase controls over the Fiscal Court minutes, we recommend the
clamslist be indexed, attached to the minutes, and filed in the County Clerk’s office. The pages of the
minutes and the claims list should be sequentially numbered and signed by al members of the Fiscal
Court certifying that they are correct and complete.

County Judge/Executive Raymond C. Smith’s Response:

You fail to cite anything more than an individual opinion in your comment. We find no mention in
Kentucky Statute requiring more than one set of fiscal court minutes be maintained. Every Fiscal Court
Clerk has been duly presented and approved by the entire Fiscal Court in the same manner as the
County Treasurer isrequired. As Fiscal Court Clerk, the individual is responsible to the entire Fiscal
Court and has been instructed in that manner. It has been a long-standing tradition in Knox County
that the Knox County Clerk traditionally declines to serve as Clerk to the Fiscal Court (The Fiscal
Court only allows $50.00 per meeting to maintain the minutes of the Fiscal Court Meetings), it was
necessary to solicit an employee of the Fiscal Court to maintain the Fiscal Court’'s Minutes.
Furthermore, there is no mention in your comments of any irregularity with respect to the minutes or
payment of approved claims. There has never been any problem voiced by a member of the Fiscal
Court or the General Public with respect to the manner in which the minutes are kept. Minutes are not
signed until approval at a subsequent meeting. Voice tapes are maintained for each meeting of the
Fiscal Court, as further documentation to provide for more than enough detail to accurately reflect the
acts and intentions of the Fiscal Court. Claims are paid from the list presented to the Fiscal Court
which may be further verified by the Finance Officer, Treasurer and Deputy Judge/Executive. The
recommendations made by your office will prove far more cumber some and expensive than any measure
taken by any entity of Government. Your recommendations would easily cost as much as $1,000.00 per
meeting and require a legal transcriptionist to take minutes.

Auditor’s Reply:

The recommended actions are simple and should not cause the County any additional burden or cost.
First, the Fiscal Court minutes and all other records documenting the official actions of the Fiscal Court
should be maintained by the County Clerk and kept in the office of the County Clerk, as required by
KRS 67.100, and as done in other counties. Second, the County Clerk’s records are aready indexed in
the normal course of business.
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2005-06 The County Treasurer Should Prepare An Accurate Fourth Quarter Financial Report

The Knox County Treasurer’s Fourth Quarter Financial Report was not accurately reported. There were
errors that resulted in the receipts and disbursements both being understated by $101,265 on the
financial report. We recommend the County Treasurer prepare an accurate Fourth Quarter Financia
Report as required by the Governor’s Office for Local Development (formerly the Department for Local
Development).

County Judge/Executive Raymond C. Smith’s Response:
The County's fourth quarter report for 2005 included $101,265.00 that represented two transactions on

behalf of the Knox County Hospital. We did not catch the error until after-the fact and subsequently
filed an amended report with GOLD that reflects these two transactions.

2005-07 The County Treasurer Should Deposit Cashier's Checks Received From Gas And Oil
Companies Into An Escrow Account In Order To Minimize Risk To County

We determined during the course of our audit that the County sometimes receives cashier’s checks from
gas and oil companies working in the County. These checks are received in lieu of performance bonds
in case these companies damage county property during the course of their work. When the County
receives these checks, they place them in their safe deposit box at the bank. If there is no damage to
county property, the checks are returned to the companies at the conclusion of their work. We
recommend that the County Treasurer deposit these checks into an escrow account at the bank rather
than storing them in a safe deposit box. The funds can then be returned to the companies at the
conclusion of their work. This will provide an accountability for the funds received and disbursed by
the County, provide an audit trail, and assure the security of funds.

County Judge/Executive Raymond C. Smith’s Response:

Disagree. The method Knox County uses to secure itself from damages arising from gas and oil
companies has worked extremely well and helps to encourage gas and oil exploration by not requiring
the additional cost of performance bonds. At the same time, a cashier’s check represents an absolute
assurance that Knox County will not be adversely affected by companies utiliziing Knox County road
rights-of-way for gas line installation. If, Knox County were to deposit these funds in an escrow
account, legal action would be required to access the funds if they are required to finance repairs to
county roads. That would add additional cost to the county. Furthermore, we find nothing in the
statutes preventing Knox County’ s acceptance of cashier’s checksin lieu of performance bonds.

Auditor’s Reply:
The Auditor did not comment that the County violated statute, only that there is a better and safer way

to secure cashier's checks. We reaffirm our recommendation to deposit the checks in an escrow
account at abank rather than storing them in a safe deposit box.
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2005-08 The County Should Maintain Documentation For Credit Card Purchases To Assure All
Charges Are For Official Purchases

Auditors chose seven (7) credit card statements to test for a total of $5,611 charges. Of the seven (7)
statements auditor noted:

*  Twenty-seven (27) transactions totaling $4,742 did not have a copy of the invoice,
* Thirty-one (31) transactions totaling $5,256 did not have copies of invoices or signature of the
employees using the credit card

Some of the items that did not have receipts were:

» hotel chargestotaling $1,811

Lowe stotaling $1,601,

restaurants totaling $164

office supplies totaling $735

cell phone company, additional purchases totaling $431

Auditor also noted that the Judge's credit card had a credit limit of $10,000 while the others tested had
credit limits of $250. When a purchase was over the $250 limit and the employee did not use the
Judge’s credit card they would use several credit cards to cover the total purchase, a practice which
eliminates control over large credit card charges. The payment of late charges is not a good use of
public funds. Also, the former County Judge/Executive’'s name continues to be printed on the
statements. We recommend that the Fiscal Court apply best practices when exercising its fiduciary
responsibility to act as agents of the public trust. We aso recommend that the Fiscal Court have more
control of credit card usage and require documentation of the individual using the card and for what
reason. Also, the credit card company should be notified to change the County Judge/Executive's
name. The following procedures should be implemented immediately to strengthen internal controls
over credit card use:

*  No County employee should use another employee’s credit card for any reason.

* All receipts for credit card transactions should be attached to the statement and filed for preparation
of the claimslist.

*  Once the statement is received and all receipts related to that statement are attached to the credit
card statement, a detailed list of transactions should be included on the claims list presented to the
Fiscal Court for approval.

County Judge/Executive Raymond C. Smith’s Response:

Concur with reservation. All charges contained in the comment were for official purposes. The number
of credit cards available for public use will be reduced or eliminated. For any remaining credit cards,
the procedures identified in this comment will be implemented immediately. We invite anyone to
examine the purchases.
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2005-09 The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

The County completed the capital asset schedules for Fiscal Y ear 2005. However, these schedules were
not al inclusive. Auditors found additional assets that had to be added to the County’s schedules. Also,
these schedules had many errors and omissions. Depreciation amounts were not calculated correctly for
certain assets and historical costs were not included for al assets. The number of years owned was not
included for al assets or wasin error. As aresult of this, auditors used the County’ s fiscal year ended
04 schedule, as corrected by auditors, and made adjustments for additions and deletions for fiscal year
05 activity. We recommend the County maintain complete and accurate capital assets schedules, which
will meet GASB #34 requirements.

County Judge/Executive Raymond C. Smith’s Response:

Concur with reservations. Bonnie Garland was employed to maintain the county's capital asset
schedule. It was her first year and she presented the information to the best of her ability despite the
fact that nobody in the Auditor of Public Accounts Office had given her any instruction. Unfortunately,
most of the capital assets owned by the county were acquired by previous administrations and adequate
records were not available to capture the total assets of the county. We take exception to the fact that
an employee of the Office of Public Accounts [sic] was unable to operate the program given us by the
Auditors Office. Ms. Garland spent a number of hours and finally got the program to work after audit
personnel were unable to. Audit personnel unilaterally devalued a number of assets that were replaced
through insurance losses and did not take into account that fiscal court sets the depreciation schedule,
not the Auditor of Public Accounts. A complete inventory of county property was conducted in the
Soring of 2003 and was accurate and complete at that time. Adequate insurance coverage has never
been an issue. It should also be noted that Knox County has undertaken an extensive inventory of all
road assets and the audit personnel were informed that despite our strong encouragement, the
information has yet to be returned by the Kentucky Department of Highways.

Auditor’s Reply:

The Auditor of Public Accounts (APA) conducted workshops for counties to provide GASB 34 capital
asset training. Sixteen of these workshops were conducted in 2002, two in 2003, and one in 2004. Of
these, only one was attended by former Knox County Treasurer, Wanda Moore. Additionally, the APA
offers ongoing assistance to anyone who calls from a county regarding GASB 34 implementation. No
such requests for assistance have been made by Knox County. Also available since late 2003, to any
local government, is extensive GASB 34 implementation information on the APA website.

Furthermore, audit personnel often make audit adjustments when they find that errors have been made
in a County’s depreciation schedule. This should not be confused with the County’s responsibility for
valuing assets appropriately which is a management function, but which must be handled within the
guidelines of generally accepted accounting principles.
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2005-10 The County Should Strengthen Controls Over Employee Timesheets

During the testing of payroll, we found four (4) instances out of eleven (11) tested, where the
employees supervisors were not approving their timesheets. The test exceptions noted are for the
following employees:

County Treasurer

Finance Officer

Jail Transportation Officer
Maintenance Supervisor

In order to strengthen controls over payroll and to properly account for all time worked for each
employee, we recommend that the employee’ s supervisor approve each timesheet.

County Judge/Executive Raymond C. Smith’s Response:
Concur.

Request additional information in order to prepare a detailed response to specific deficiencies noted in
tests of payroll documents.

The referenced timesheets have been signed by the appropriate supervisor(s) and copies are included as
attached documentation sent via facsimile and US Mail.

Auditor’s Reply:
The timesheets in our test did not contain supervisors signatures in the four (4) of eleven (11) instances

noted above. No change to our comment is warranted.

2005-11 All Transfers Between Funds Should Have Prior Fiscal Court Approval

The County made the following transfers between funds without prior Fiscal Court approval:

e July 8, 2004 transfer from the 911 Fund to the Road Fund for $150,000 — not approved until
July 27, 2004

*  November 30, 2004 transfer from the 911 Fund to the Jail Fund for $25,000 — not approved until
December 14, 2004

* March 31, 2005, transfer from Local Government Assistance Fund to the Jail Fund for $6,000 — not
approved until April 12, 2005

*  September 17, 2004, transfer from the General Fund to the Jail Fund for $20,000 — not approved
until September 28, 2004

We recommend that all transfers between funds have prior Fiscal Court approval.

County Judge/Executive Raymond C. Smith’s Response:

Concur. These transfers were done to alleviate cash flow shortages and only on an emergency basis to
cover payroll costs. Additionally, a majority of the members of the fiscal court were polled by the

County Judge/Executive prior to making the transfers. Cash flows have improved significantly due to a
number of initiatives that we have undertaken; thus, this should not pose a problemin the future.

Page 185



KNOX COUNTY

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
Fiscal Year Ended June 30, 2005

(Continued)

2005-12 The County Should Have Better Control Over Voided Checks

During the review of invoices auditor noted that several voided checks with signatures were included in
the files. We recommend that the County adopt a policy to have better control over voided checks by
detaching the signatures before filing to prevent misuse.

County Judge/Executive Raymond C. Smith’s Response:

Concur. The issue was corrected by the County Treasurer immediately as soon as it was brought to her
attention by your staff.

2005-13 The Fiscal Court Should Properly Prepare A Schedule Of Expenditures Of Federal Awards

The County Treasurer did not properly prepare the Schedule of Expenditures of Federal Awards for
fiscal year ended June 30, 2005 in accordance with OMB Circular A-133. The worksheet provided to
us indicated the County had spent atotal of $1,232,015 in federal funds, while the corrected worksheet
reflected  $1,227,778 in  federd expenditures. During  fisca  year  ended
June 30, 2005, a single audit was required if federal expenditures equaled or exceeded $500,000. OMB
Circular A-133 Audits of States, Local Governments and Non-Profit Organizations, section 310(B)
requires the auditee to prepare a schedule of expenditures of federal awards covered by the auditee’s
financia statements. At a minimum, the schedule should include the following, if applicable:

* Listindividua Federa programs by Federal Agency. For Federal programsincluded in a cluster of
programs, list individual Federal programs within a cluster of programs. For Research &
Development costs, total Federal awards expended shall be shown either by individual award or by
Federal agency and major subdivision within the Federal agency. For Example, the Nationa
Institutes of Health is amajor subdivision in the Department of Health and Human Services.

* For Federa awards received as a subrecipient, the name of the pass-through entity and identifying
number assigned by the pass-through entity shall be included.

* Provide total Federal awards expended for each individual Federal program and the Catalogue of
Federal Domestic Assistance (CFDA) number or other identifying number when the CFDA
information is not available.

* Include notes that describe the significant accounting policies used in preparing the schedule.

* To the extent practical, pass-through entities should identify in the schedule the total amount
provided to subrecipients from each Federal program.

* Include, in either the schedule or a note to the schedule, the value of the Federal awards expended
in the form of non-cash assistance, the amount of insurance in effect during the year, and loans or
loan guarantees outstanding at year-end. While not required, it is preferable to present this
information in the schedule.

In the future, we recommend the County properly prepare the Schedule of Expenditures of Federal
Awards and provide supporting documentation for amounts reported.

County Judge/Executive Raymond C. Smith’s Response:

The situation is duly noted and we concur with comments. Since that time the Knox County Treasurer
has made the necessary corrections. To the former Treasurer’s credit, federal funds are often passed
through the state and did not include the necessary information to determine whether the funds were
state or federal. Since then, we have established a policy to provide the Treasurer with the necessary
documentsto track federal funds.
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2005-14 Knox County Should Properly Monitor State Transportation Bridge Grants And Should
Require Adeguate Documentation For Project Costs

Knox County did not properly monitor state transportation bridge grants and failed to require contractor
to submit itemized invoices for grant expenditures totaling $651,255. During fiscal year ended June 30,
2005, the County entered into four different contracts with the Kentucky Transportation Cabinet for the
purpose of building various bridges. During the audit, we found that supporting documentation
maintained for these grants was not adequate since the invoices did not itemize labor, equipment and
material costs associated with the project. The following is a breakdown of grant expenditures
according to project that did not have adequate supporting documentation:

Expenditures
During
Bridge Project FYE 6-30-05
California Hollow $ 15,000
Little Brush Creek 236,805
Scott Hollow 28,750
Little Brush Creek 114,000
Rolling Fork, Sugar Tree, Hubbs Hollow,
Rickett Branch and Roaring Fork 256,700
Total $ 651,255

According to the terms of the contract agreement executed between the County and Kentucky
Transportation Cabinet, the County must maintain for a period of three years al records of materials,
equipment and labor costs involved in the performance of the project. Therefore, we recommend that
the County require contractors to submit itemized invoices reflecting actual costs billed to the projects.
We aso recommend that the County implement procedures to ensure that the project is properly
monitored for compliance with the terms of the grant agreement.

County Judge/Executive Raymond C. Smith’s Response:

Concur. Future contracts will require an on-site inspector to verify quantities and approve all requests
for payment.
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2005-15 Knox County Fiscal Court Has Questioned Costs of $134,090 of Federal Transportation
Grant Due To Failure To Comply With Allowable Costs

During our testing, we discovered that two invoices submitted for Tri County Industrial Park project
contained mathematical errors that resulted in these particular invoices being overstated by $134,090.
As stated on the invoice dated November 5, 2004, the hours billed for tractor crawler equipment were
listed as 180 hours at $112 per hour for a total charge of $85,805. However, when the auditor
recomputed the amount, we discovered the line item actually computes at a total charge of $20,160
resulting in an overstatement of $65,645. In addition, we found another invoice dated March 7, 2005,
where the hours billed for tractor crawler equipment were listed as 155 hours at $112 per hour for atotal
charge of $85,805. We recomputed this amount and found that it actually computes to atotal charge of
$17,360 resulting in an overstatement of $68,445. Uniform Administrative Requirements for Grants
and Cooperative Agreements to State and Local Governments (also known as the “A-102 Common
Rule”) Section 13.20 requires the county to comply with all applicable laws and procedures. The Fiscal
Court should also ensure fiscal control and accounting procedures are sufficient to prepare accurate,
current and complete reports. In addition the A-102 Common Rule states internal controls should be
effective to adequately safeguard assets and that Office of Management and Budget Circular A-87 Cost
Principles For State, Local and Indian Tribal Governments should be followed to determine
reasonableness and allowahility of costs. Finally, the Common Rule reflects accounting records must
be supported by sufficient documentation. Therefore, we have questioned costs of $134,090 in fiscal
year 2005.

County Judge/Executive Raymond C. Smith’s Response:
Require additional information.

We have reviewed the additional documentation submitted on 5/1/2006 from your office. In
recal culating the two billsin question, we found the 11/5/2004 invoice to be overstated in the amount of
$65,645.00 as you have stated; however, we found a slight mistake in your calculation on the 2/2/2005
invoice. The overstated amount should be $68,440.04, as opposed to $68,445.00. A copy of the
recalculated bill is enclosed for your reference.

It is also important to note that the Kentucky Department of Highways, District 11 Office, the Kentucky
Department of Highways Accounting Office in Frankfort, and the State Accounting Office did not catch
the miscalculation either.

Another aspect is the District 11 Engineer for the Kentucky Department of Highways asked that the
contract be let under the county’s annual standing bid with M & D General Contractors, Inc., to
expedite the project’ s completion at the Congressman’s Office insistence.

Auditor’s Reply:

Attached in Exhibit B are the two invoices. These documents speak for themselves.
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2005-16 Knox County Should Properly Monitor Federal Transportation Grants And Should Require
Adeguate Documentation For Project Costs

Knox County did not properly monitor the Tri County Industrial Park grant activity and failed to require
a contractor to submit itemized invoices for grant expenditures totaling $358,129. On January 15, 2004,
the County entered into a contract with the Kentucky Transportation Cabinet for the purpose of
constructing an industrial access road. During the audit, we found that supporting documentation
maintained for these grants was not adequate since the invoices did not itemize actual labor and
equipment costs associated with the project or the billing time periods. Specifically, we found that
invoices were prepared based on estimated amounts rather than actual costs. We aso found that no
written certifications verifying that the work was adequately performed were conducted. According to
the terms of the contract agreement executed between the County and Kentucky Transportation Cabinet,
the County is required to maintain for a period of three years all records of materials, equipment and
labor costs involved in the performance of the project including certification that the work was
accomplished on a publicly maintained facility. Therefore, we recommend that the County require
contractors to submit itemized invoices reflecting actual costs hilled to the projects. We aso
recommend that the County implement procedures to ensure that the project is properly monitored for
compliance with the terms of the grant agreement.

County Judge/Executive Raymond C. Smith’s Response:
Concur. Future contracts will require an on-site inspector to verify quantities and approve all requests

for payment.

2005-17 County Payments By Checks Totaling $346,129 Made Payable To A Company Were Either
Cashed Or Deposited Into Bank Accounts Of Other Companies In Which Relatives Of The
Knox County Judge/Executive Serve As Officers, Or Contained Questionable Endorsements

Between August 24, 2004 and June 14, 2005, disbursements totaling $346,129 were made by the
County with county checks to a construction company for various federal, state and county projects for
which no contracts were executed or purchase orders issued, of which $251,204 was either cashed or
deposited into bank accounts of other companies in which relatives of the Knox County
Judge/Executive serve as officers. Because we found checks that were either cashed or deposited into
accounts other than the payee construction company’ s account, we performed additional procedures and
discovered that the Knox County Judge/Executive's relatives are officers of two of the three other
companies listed in the checks endorsements. We also noted that one of the checks issued to the
construction company was not co-signed by the County Treasurer. We found that the Knox County
Judge/Executive's brother is the president and director of the other company listed in the endorsements.
In addition, the County Judge/Executive did not disclose any type of relationship with the construction
company in his signed financia disclosure statement filed with the ethics commission or his signed
related party questionnaire obtained as part of our audit.

During our review of the checks issued to the construction company, we also noted one check totaling
$24,855 where the name of the registered agent of the construction company was listed within the
endorsement. We were told by a representative of this construction company that it received no
payments and performed no services for the Knox County Fiscal Court. We also performed a test of
occupationa taxes paid, and found no evidence that this construction company had paid occupational
taxes or filed an occupational tax return with the County.
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2005-17 County Payments By Checks Totaling $346,129 Made Payable To A Company Were Either
Cashed Or Deposited Into Bank Accounts Of Other Companies In Which Relatives Of The
Knox County Judge/Executive Serve As Officers, Or Contained Questionable Endorsements
(Continued)

In addition, we noted an unusual business practice where payments by checks issued to this construction
company totaling $48,175 included endorsements by individuals who either cashed the checks or
deposited the checks into the bank accounts of other companies. This practice is also continuing into
the current year with adifferent vendor. There was aso one instance in which a check in the amount of
$21,895 issued to the company contained a missing endorsement. (See Exhibit A)

The above transactions may involve questionable banking practices relating to the depositing and
cashing of checks by individuals other than the intended payee. The County Treasurer should obtain
fronts and backs of all cancelled checks and review the endorsements. Any endorsements other than
that of the intended payee should be referred to the Fiscal Court, which should seek legal advice from
the County Attorney as to the appropriateness.

We recommend the County follow its Ethics Code. Any possible violations should be reported to the
Cumberland Valley Regiona Board of Ethics. The County Attorney should follow up on any findings
by the Board of Ethics and implement recommendations made.

County Judge/Executive Raymond C. Smith’s Response:

| ask that you refer to Item # 15 of the audit findings for 2004 as part of my response to this item. |
wanted to use any construction company to do work for the county other than the “ one” construction
company the county had used for several years. | had opened the doors for others companies to bid on
county work in fiscal year 2004 as previously mentioned in Item# 15 response to audit findings of 2004.
The three magistrates still serving and the entire previous Fiscal Court (Judge West Administration)
had shown the futility of any competitive construction by the hour bids, by the practice and accepting of
all bids but never calling anyone but the “ one” company to do any work. The truth is the magistrates
or West Court would use only small backhoe work to anyone else and the excavator, trucks and dozer
work and even the bulk of the backhoe, during emergencies was given to the “one’ construction
company. They would cast the crumbs to the others and call it even. This corrupt practice had slowly
convinced any real serious bidders from even bidding. In effect, Knox County was a closed county.
This is a private business term used in the construction industry to describe the “real” bidding
practices on a great deal of the counties in Kentucky and even some geographical districts of the
Kentucky Highway bidding. The “one” construction company won all of the “ by the hour” work for
Highway District Office # 11, especially which Knox is a county of, and even the other surrounding
Highway District Offices in our Eastern Kentucky area. The reward program for this practice should
possibly be looked at by the Office of Public Accounts [sic]!

The company mentioned in Item 15 of the 2005 Audit Findings was again asked by me to submit a bid to
provide the equipment by the hour bid to the county. The company submitted its bid, on the advertised
date and time, along with every other bidder, bidding to supply services to Knox County. The
company’s bid was opened and read aloud in public along with the other equipment bids and it was the
lowest “ by the hour” bid by specific size and type of equipment. The Court voted to accept its bid and
also the motion was made by one of the three magistrates to accept all the bids and | think it was done
as to not automatically exempt “ their” favored company, the “ one” company, from being eliminated.
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2005-17 County Payments By Checks Totaling $346,129 Made Payable To A Company Were Either
Cashed Or Deposited Into Bank Accounts Of Other Companies In Which Relatives Of The
Knox County Judge/Executive Serve As Officers, Or Contained Questionable Endorsements
(Continued)

| allowed the Court to accept all equipment bids and this opened the door for me to use the low bidder,
whoever that had turned out to be. The company mentioned in Item # 17 performed 80% of the larger
(by the hour) construction work and it also installed a waterline in Knox County. The work was better
and cheaper than any had ever been done in Knox County. The site by site construction work was done
and verified by both my Road Foreman, Magistrates, and the County Attorney and Knox County was
able to do more work for far less money than in any previous years. The company also installed over 5
miles of 6” waterline where the Court had been given the money to only install 3 miles of 4” water line.
This increased savings for the waterline allowed us to install more for less. By allowing the 5 %2 miles
of line to be installed we closed a water loop instead of having a dead end line. We also installed 6"

line with this savings that allowed fire hydrants to be installed when the project was designed to only be
abletoinstall 4” line that would have not been legal to have furnished fire protection.

The“ one” construction company had been allowed to install a 6" waterline on the last year of the West
Administration, March 2002 through December 2002. This “one” construction company installed 7
miles of 6” waterline which was the very line that the company mentioned on Item 17 actually tied onto,
and ran the rest of the water route. My point that | was dealing with corruption was proven when both
prices for the work was compared. The “on€’ construction company had installed by the hour seven
miles of waterline for a total cost of $50.00 per linear foot in the same material and geographic area of
the county. In fact, it was the line that the company on Item #17 tied onto and finished the last 5+ miles
at a cost of $7.12 per linear foot (4.62 + 2.50/ft. pipe price). Also, at the same time the Knox County
Utility Commission had an independent company install 2+ miles of line at a cost of $9.98 per linear
foot. The Auditors Office never audits for waste fraud and abuse, just fraud. | think that since the
auditor s office was sent down to Knox County with a preconceived agenda, common sense and the truth
was never noted, even after | told the auditors on a number of occasions exactly what | had done. If |
had wanted to be corrupt | would have allowed the “one” construction company to continue the
County’s work and even reduce it's per foot price to $40.00 per linear foot and pay me $4.00 per linear
foot cash and there would have never been a connection to me and the three magistrates and the “ one”

company’s friends in Frankfort would have never used the auditors office to coincide and audit with my
reelection bid. The company mentioned in Item #17 of the 2005 Audit was asked to do the work for
cost. | asked a friend to do this to help me prove a point! He did lease some of his equipment from my
brother and my brother guaranteed his materials, fuel and labor costs. My brother, having done thisin
other area for years, has learned the hard way to secure his money. My brother required the
construction company mentioned in Item# 17 to bring in their checks and my brother would cash them
and take out the monies necessary to cover his obligations.

However unorthodox this looks to Frankfort, this was done because no one intended to make a profit on
these projects. Not me, not my family, not even the contractor. It was done to allow me to prove a point
and allow Knox County to save a great deal of money. The money saved by Knox County was used to
provide cheaper and more waterline to the people of Knox County than had ever been laid before.

The company had stated to the auditors that they had provided no work to the County because the
fellow that said it was his company had actually done the paperwork in his wife's name and because of
a marital problem had told her no work had been done in that company’s name. Asit shows, hein fact
cashed one $24,855.00 check in his over the road trucking companies. He did not continue to cash his
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2005-17 County Payments By Checks Totaling $346,129 Made Payable To A Company Were Either
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checks through the company as one of his drivers had an accident and killed another driver and he was
afraid any money deposited in any of his companies would be seized. The other $48,175.00 worth of
checks were cashed for him by other friends. This act of cashing a check for someone is not illegal and
as me or my family did not own this construction company, it is not a violation of the Knox County
Ethics Code and the audit never cites a single law being broken.

Bottom Line:

1. | fought fire with fire.

2. | proved corruption if anyone in Frankfort would care to follow up.

3. | corrected a corrupt business practice resulting in myself and my staff being told numerous times
by Knox Countians that this action alone has earned me many votes from the taxpayers which have
witnessed this corrupt practice for years and have grown tired of it.

4. | saved Knox County taxpayers several hundred thousands of dollars.

5. | provided more water line per foot and at a cheaper price with appropriate fire protection than
any other Judge in the history of Knox County.

6. | have purchased new equipment that now allows Knox County to perform over 90% of the above
mentioned work itself. Once and for all, no one can profit from the county’ s construction work.

I hope this answer s the reasons for my actions addressed in [tem #19. | have learned a lot since coming
into office on January 6, 2003. Most of what | have learned is through trial and error. One has to
actually see something after the fact as there is no real preparation course to prepare one to be aware
of every twist or perversion that has been so well ingrained as normal for Knox County.

I have fixed every problem and closed the door once and for all by taking the necessary actions and
standing up for the taxpayers of Knox County. | may have used an unorthodox, but not illegal, practice
for a government entity. Having come from the private sector, my actions made good common sense.
The political and financial power of a few people in Knox County is the real problem. | ran on my own
money which frees me to represent the people of Knox County and | ask that only the truth, not twisted
allegations or false assumptions, be used in the public release by the Office of Public Accounts [sic]. |
feel we have both been used to further the self interests of a few.

Auditor’s Reply:

Attached in Appendix A is a spreadsheet and examples of the types of transactions that generated this
comment.
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2005-18 The County Should Comply With Terms Of KIA Coa Development Waterline Grant

During fiscal year ended June 30, 2005, the County did not comply with the terms of the KIA grant
agreement relating to waterline construction payments totaling $207,280 made payable to one company.
We noted the following relating to the payments made to the company:

Of the $207,280 total payments to a construction company for this project, $204,305
was cashed or deposited into the bank account of another company in which relatives
of the County Judge/Executive serve as officers. The remaining payment by check of
$2,975 listed the registered agent of the construction company in the check's
endorsement. However, we were told by a representative of the construction company
that it received no payments and performed no services for the Knox County Fiscal
Court.

Invoices did not itemize each day that costs were billed to the project; did not identify
the hilling time periods; and did not specify the rate per hour for equipment costs
charged to the project. Invoices did not contain certifications that the work had been
performed in accordance with the grant agreement. Waterline construction work
performed by this construction company was not properly bid.

Terms of the grant agreement stipulate the Grantee (the County) must comply with all
applicable federal and state statutes, executive orders, regulatory requirements, and
policies relating to the planning and construction of the project. Further, the Grantee
must require al construction contractors to pay wages pursuant to applicable
prevailing wage rates (federal or state) for al work relating to the subject Project. Any
unauthorized or improper expenditure of funds, or expenditure of funds other than in
accordance with the terms of this Agreement, shall be deemed a default of this
Agreement by the Grantee. In the future, we recommend that the County comply with
the terms of the grant agreement.

The above transactions may involve questionable banking practices relating to the depositing and
cashing of checks by individuals other than the intended payee. The County Treasurer should obtain
fronts and backs of all cancelled checks and review the endorsements. Any endorsements other than
that of the intended payee should be referred to the Fiscal Court, which should seek legal advice from
the County Attorney as to the appropriateness.

We recommend the County follow its Ethics Code. Any possible violations should be reported to the
Cumberland Valley Regiona Board of Ethics. The County Attorney should follow up on any findings
by the Board of Ethics and implement recommendations made.

County Judge/Executive Raymond C. Smith’s Response:

Request additional information.

Insufficient information was provided on 5/1/2006.

See attached meeting minutes of the Fiscal Court Meeting accepting the bids and a copy of all
excavator bids received on June 29, 2004 that verify the project was bid.
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2005-19 The Knox County Fiscal Court Did Not Maintain Proper Supporting Documentation For
Federal Funds Resulting In Questioned Costs of $37,303 For The May 2004 Disaster

The Knox County Fiscal Court did not submit accurate documentation to support four of the fifteen
project worksheets for federal emergency disaster 1523, totaling $3,873. During the month of July
2004, the applicant (the County) signed four project worksheets and submitted copies of invoices
associated with the projects to the Federa Emergency Management Agency (FEMA) as work being
completed. However, we found that the contractor was not paid for the invoices submitted to FEMA.
We performed additional procedures and discovered a duplicate set of invoices for which another
contractor was paid for the same projects. When we examined the cancelled check paid to the other
contractor, we found that it was either cashed or deposited into a bank account of a company in which
relatives of the County Judge/Executive serve as officers. We were told by a representative of the
contractor that the contractor’s company received no payments and performed no services for the Knox
County Fiscal Court.

Our review of expenditures of other project sites revealed that this contractor company received
payments totaling $33,430 in addition to the above. These checks were either deposited into the bank
accounts of a company in which relatives of the County Judge/Executive serve as officers, contained
endorsements by individuals other than the payee, or, in one instance, was missing an endorsement. We
were told by a representative of the contractor that the contractor company received no payments and
performed no services for the Knox County Fiscal Court.

According to the FEMA Policy Handbook, a grant recipient is required to establish and maintain
accurate records of events and expenditures related to disaster recovery work. FEMA also requires the
grant recipient to have a financial and record keeping system in place that can be used to track
transactions. Also, all of the documentation pertaining to a project should be filed with the
corresponding project worksheet and maintained by the applicant as the permanent record of the project.
These records become the verification of the accuracy of project cost estimates during validation of
small projects, reconciliation of costs for large projects, and audits.

As aresult of Knox County’s failure to submit accurate documentation pertaining to four of the fifteen
project worksheets, we have questioned the $3,873 in costs associated with them. We recommend that
the County implement procedures established in the FEMA Policy Handbook by maintaining, “accurate
disbursement and accounting records to document the work performed and the costs incurred.” We are
also questioning $33,430 for payments made for the projects in which we cannot determine if the work
was completed by the vendor who received payment for the costs charged to the project.

County Judge/Executive Raymond C. Smith’s Response:

Disagree. Request additional information. FEMA-DR-KY-1523 has not even been completed yet.
Insufficient information was provided on 5/1/2006.

See attached meeting minutes of the Fiscal Court Meeting accepting the bids and a copy of all
excavator bids received on June 29, 2004 that verify the project was bid.

Auditor’s Reply:

We confirmed that the payee for the FEMA expenditures had not received any payment or performed
any services for the Knox County Fiscal Court.
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2005-20 Questionable Payments Were Made To A Company Totaling $101,546 For Various County
Road Projects

Disbursements totaling $101,546 paid to one construction company for various county road projects are
questionable. During the audit, we found instances where the County’s checks issued to the company
were deposited into bank accounts of a company in which relatives of the County Judge/Executive serve
as officers, instances where these checks were cashed or deposited by individuals other than the payee
named on the check, and one instance where the registered agent of the company in which the County
Judge/Executive's relatives serve as officers was listed in the endorsement. We were informed by a
representative of the company that the construction company received no payments and performed no
services for the Knox County Fiscal Court.

Of the $101,546 total, $12,434 consisted of matching funds for FEMA disbursements paid to this
construction company. Also, $38,452 relates to costs expended for a FEMA project over the $15,723
eligible cost alowed by FEMA. The remaining $50,660 was for various road projects. We found that
no purchase orders were issued for payments made to this construction company. Additionaly,
invoices were not properly itemized since they did not contain each day that costs were hilled to the
County and did not identify the billing time periods on the invoices.

The above transactions may involve questionable banking practices relating to the depositing and
cashing of checks by individuals other than the intended payee. The County Treasurer should obtain
fronts and backs of all cancelled checks and review the endorsements. Any endorsements other than
that of the intended payee should be referred to the Fiscal Court, which should seek legal advice from
the County Attorney as to the appropriateness.

We recommend the County follow its Ethics Code. Any possible violations should be reported to the
Cumberland Valley Regiona Board of Ethics. The County Attorney should follow up on any findings
by the Board of Ethics and implement recommendations made.

County Judge/Executive Raymond C. Smith’s Response:

Request additional information.

Insufficient information was provided on 5/1/2006.

See attached meeting minutes of the Fiscal Court Meeting accepting the bids and a copy of all

excavator bids received on June 29, 2004 that verify the project was bid.

2005-21 The County Should Ensure That All Required Individuals File A Financial Disclosure
Statement

During our review of financial disclosure statements, we discovered that several required elected
officials, appointed officers, and employees did not file a financial disclosure with the Cumberland
Valley Regiona Board of Ethics. Thisincludes the following individuals:

County Jailer
County Coroner
Constables

Chief Deputies
Department Heads
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2005-21 The County Should Ensure That All Required Individuals File A Financial Disclosure
Statement (Continued)

Under the authority of KRS Chapter 65, Knox County Fiscal Court enacted an ordinance establishing a
code of ethics to guide the conduct of elected and appointed officers and employees of the County.
According to the ethics code adopted by the County, the following individuals are required to file a
financial disclosure statement:

» Elected officers;

» Candidatesfor elected office;

* Commission or Board appointees, appointed and/or approved by the Knox Fiscal Court that receive
any compensation for such appointment; and

» Chief deputies, and department heads (e.g. Ambulance Director, Road Supervisor, Assistant and
Deputy Judge/Executive)

The financia disclosure statements required by the County’ s ethics code must be filed with Cumberland
Valley Regional Board of Ethics no later than March 1, at 3:00 p.m. each year for compensated board
appointees and al elected county officials and within 21 days after the filing date for candidates for
county offices or their date of nomination whichever shall first occur. Any financial disclosure
statement filed after this date is delinquent. We recommend the County follow its Ethics Code. Any
possible violations should be reported to the Cumberland Valley Regional Board of Ethics. The County
Attorney should follow up on any findings by the Board of Ethics and implement recommendations
made.

County Judge/Executive Raymond C. Smith’s Response:
Concur. We have requested the Cumberland Valley Regional Board of Ethics provide us with an

inventory of the Financial Disclosure Forms received from Knox County and will pursue completion
from all who have not complied.

2005-22 The County’s Supporting Documentation For Asphalt Expenditures Totaling $145,677 Was
Incomplete

The County’s supporting documentation for asphalt expenditures totaling $145,677 was incomplete.
Asphalt purchases totaled $148,026 during fiscal year ended June 30, 2005. During the audit, we
discovered that weight tickets did not properly support $145,677 of the invoices paid for asphalt
purchases. Weight tickets document that the product was received for county operations since it
itemizes the day, location, the receiver, and quantity of asphalt received. Therefore, it is required that
supporting documentation be maintained for asphalt purchases. In an effort to strengthen interna
controls over disbursements, we recommend that the County maintain weight tickets for al asphalt
expenditures. Furthermore, the County employees should sign weight tickets as evidence that the
product was actually received and used for county operations.

County Judge/Executive Raymond C. Smith’s Response:
Concur with reservations. We have no doubt the charges were appropriate; however; in the future, the

County Road Supervisor will appoint an individual to remain with the contractor to insure that all
weight tickets are captured and reconciled.
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2005-23 The County Should Adhere To Competitive Bid Regulations

Knox County failed to comply with state and local bid laws relating to contract equipment. We noted
that the County let bids for contract equipment. However, rather than awarding the bid to one
successful bidder, the County made a motion accepting all bids for contract equipment. KRS 424.260
states that bids for materials, supplies, equipment, or services must be obtained for expenditure of more
than twenty thousand dollars. Furthermore, the County’s Administrative Code sets out the procedures
for the vendor and contract selection process and the prerequisites for the negotiated process.
According to the County's Administrative Code, the negotiated process may be used instead of
advertisement for bids if the amount exceeds $20,000 in the following circumstances: (1) an emergency
exists and (2) all bids received exceed the amount budgeted. Thus, we found that the prerequisite to use
the negotiated process for contract equipment was not met. The competitive bid process ensures that
the County procures goods and services at the best overall value and ensures that bidders receive a fair
and equal opportunity to conduct business with the County. Therefore, we recommend that the County
adhere to al applicable laws and regulations regarding competitive bid requirements

County Judge/Executive Raymond C. Smith’s Response:

Require additional information to prepare a response.

Concur with reservation. During this administration, Knox County has instituted formal procedures to
solicit bids for all known services, products and equipment required by the county prior to the start of a

new fiscal year. Occasionally, Knox County has purchased goods and/or services under the emergency
power s of the County Judge/Executive as prescribed by KRS 39B.070.

2005-24 The County Should Obtain Refund For Federal Excise Tax Paid In Error

During the course of the audit, we found that the County did not properly review invoices for petroleum
products to ensure that federal excise tax refunds were properly claimed. Because of hilling issues
described below, there is a potential that the County is due a refund for federal excise taxes paid on
gasoline purchased at retail pumps during fiscal year ended June 30, 2004. Asapolitical subdivision of
a state, the County qualifies for the nontaxable use of gasoline. The purpose of Internal Revenue
Service Form 8849, Claim For Refund of Excise Taxes, is to claim certain fuel related refunds such as
nontaxable uses or sales of fuels. Claimants must file Form 8849 within three years following the close
of the fiscal year. This would allow the County to also claim refunds for nontaxable uses or sales of
fuels during the preceding two fiscal years. As a result, the County could potentially be due a
significant refund because of the quantity of gasoline purchased. Therefore, we recommend the County
refer to the guidelines set forth in Internal Revenue Service Form 8849, Claim For Refund of Excise
Taxes in determining the amount of any refund that may be due to the County. The County should also
confer with the vendors to determine the types of purchases for which federa excise taxes were paid
and to determine the amount of any credits already taken. We recommend the County pursue a refund
immediately due to time constraints for filing the refund claim.

County Judge/Executive Raymond C. Smith’s Response:

Concur. We are contacting the respective vendors to complete IRS Form 8849 on our behalf, as their
bid(s) were to exclude the federal excise tax on fuel.
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2005-25 The County Should Improve Monitoring Controls Over Grants Administered By Third
Parties

The County expended United States Environmental Protection Agency sewer line extension grant funds
totaling $555,571 during fiscal year ended June 30, 2005 that was administered by a third party. We
found no written evidence documenting that the County monitored the grant transactions handled by the
third party. The grant agreement, which is subject to all applicable U.S. Environmental Protection
Agency statutory provisions and assistance regulations, was executed between Knox County and the
USEPA. Therefore, the County is responsible for ensuring that all terms of the grant agreement are
complied with. We recommend that the County implement controls to ensure that grant transactions
handled by athird party are properly monitored. Furthermore, we recommend that the County maintain
written documentation as evidence of their monitoring procedures.

County Judge/Executive Raymond C. Smith’s Response:

Disagree. Apparently, there is some mistake with this comment. Full documentation was presented to
the Auditor of Public Accounts and the Deputy Judge/Executive was commended by your field staff for
compliance with monitoring requirements before three witnesses.

Auditor’s Reply:

When audit staff asked for this information, they were told it was not available. Information was

subsequently provided by a subrecipient; the County did not have the documentation.

2005-26 The Local Government Economic Assistance Fund Should Repay The Road Fund $202,780

A total of $202,780 LGEA expenditures were paid out of the road fund in error. These expenditures
consisted of waterline construction expenditures classified as road material and supplies. The Uniform
System of Accounts requires that road fund and LGEA funds be classified and recorded individualy to
ensure that legally restricted receipts are expended for their intended purpose. Road fund receipts are to
be used for the maintenance and support of county roads and bridges. Therefore, we recommend that
the LGEA fund reimburse the road fund $202,780 for waterline construction expenditures paid from the
road fund in error.

County Judge/Executive Raymond C. Smith’s Response:

Concur with reservation. It appears a whole series of invoices were miscoded. The total amount owed
to the Road Fund was $198,230.00. $185,730.00 was repaid early in FY '06. The $12,500.00 balance
was repaid on April 26, 2006

See documentation sent by facsimile and US Mail.
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2005-27 The County Should Maintain Supporting Documentation For Expenditures, Pay Invoices
Timely, and Comply With Bidding Requirements

During our testing of expenditures, we found that some invoices were missing from county files and
that the County did not pay for all goods and servicestimely. The test also revealed that the County did
not comply with state and county bid requirements. Our test sample of thirty-six (36) expenditures
revealed the following:

»  Four (4) invoices totaling $308,515 were not paid within thirty (30) days

* Eight (8) disbursements for gasoline purchases totaling $13,119 did not have purchase orders or
invoices

* Late charges of $244.65 were paid

The “Uniform System of Accounts’ as stipulated by the Governor’s Office for Local Devel opment
(GOLD) requires counties to maintain adequate supporting documentation for all county expenditures.
Furthermore, KRS 65.140 requires any purchaser which receives goods or services to pay for those
goods and services within thirty (30) working days of receipt of a vendor’'s invoice. The County’s
“Administrative Code” requires the Fiscal Court to select the lowest or best bidder after advertised for
bid in accordance with KRS 424.260. We recommend that the County comply with these requirements
by maintaining supporting documentation for al expenditures, paying invoices timely, and bidding for
expenditures in excess of $20,000, in the future.

County Judge/Executive Raymond C. Smith’s Response:

Concur. Future contracts will require an on-site inspector to verify quantities and approve all requests
for payment.
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KNOX COUNTY

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
Fiscal Year Ended June 30, 2005

(Continued)

PRIOR YEAR FINDINGS:

2004-02 The County Should Ensure That The Same Level Of Health Insurance Benefits Are Provided
To All County Employees As Stated In Kentucky Attorney General Opinion (OAG) 94-15

2004-03 The Jail Canteen Account Should Be Closed

2004-04 The County Should Improve Their Internal Control Procedures

2004-05 The Fiscal Court Should Review The Administrative Code Annually As Required By
KRS 68.005(2)

2004-06 The Fiscal Court Minutes Should Be Complete, Adequately Maintained, And Filed In The
County Clerk’s Office

2004-09 The County Should Have Better Control Over Voided Checks

2004-10 The County Should Maintain Documentation For Credit Card Purchases To Assure All
Charges Are For Official Purposes

2004-11 The County Should Maintain Complete And Accurate Capital Asset Schedules To Comply
With GASB 34 Requirements

2004-12 The County’s Supporting Documentation For Asphalt Expenditures Totaling $475,121 Was
Incomplete

2004-13 The County Should Maintain Supporting Documentation For Expenditures, Pay Invoices
Timely, And Comply With Bidding Requirements

2004-14 The County Should Properly Prepare A Schedule Of Expenditures Of Federal Awards

2004-15 County Payments Totaling $52,201 To Companies Were Either Cashed Or Deposited Into
Bank Accounts Of Companies In Which Relatives Of The Knox County Judge/Executive
Serve As Officers

2004-16 Knox County Should Properly Monitor State Transportation Bridge Grants And Should
Require Adeguate Documentation For Project Costs

2004-20 The County Should Ensure That All Required Individuals File A Financia Disclosure
Statement

2004-21 The County Should Obtain Refund For Federal Excise Tax Paid In Error

2004-22 The County Treasurer Should Deposit Cashier's Checks Received From Gas And Qil
Companies Into An Escrow Account In Order To Minimize Risk To County

2004-23 The County Should Adhere To Competitive Bid Regulations
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SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS
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REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND
ON COMPLIANCE AND OTHER MATTERSBASED ON AN AUDIT OF THE FINANCIAL
STATEMENT PERFORMED IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS
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CRIT LUALLEN
AupbiTor oF PuBLic AccounTs

The Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Report On Internal Control Over Financial Reporting And
On Compliance And Other Matters Based On An Audit Of The Financial
Statement Performed In Accordance With Government Auditing Standards

We were engaged to audit the financia activity of the Fourth Quarter Report of Knox County,
Kentucky, as of and for the year ended June 30, 2005, and have issued our report thereon dated
March 31, 2006. We did not express an opinion on the Fourth Quarter Report because based on our
assessment of fraud risk, we determined the risk for fraud to be too high and we were unable to apply
other procedures to overcome this fraud risk. In addition, the Fiscal Court had weaknesses in the design
and operation of its internal control procedures and accounting functions. Furthermore, management
elected to override the internal control procedures that were in place. In addition, management did not
provide us with arepresentation letter required by generally accepted auditing standards.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Knox County’s internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on the
Fourth Quarter Report and not to provide an opinion on the internal control over financia reporting.
However, we noted certain matters involving the internal control over financial reporting and its
operation that we consider to be reportable conditions. Reportable conditions involve matters coming to
our attention relating to significant deficiencies in the design or operation of the interna control over
financial reporting that, in our judgment, could adversely affect Knox County’'s ability to record,
process, summarize, and report financial data consistent with the assertions of management in the
financial statements. Reportable conditions are described in the accompanying schedule of findings and
questioned costs as items:  2005-03, 2005-05, 2005-06, 2005-07, 2005-08, 2005-09, 2005-10, 2005-11,
2005-12, 2005-13, 2005-14, 2005-22, 2005-24, and 2005-27.

A material weakness is a reportable condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that misstatements caused
by error or fraud in amounts that would be material in relation to the financial statements being audited
may occur and not be detected within atimely period by employees in the normal course of performing
their assigned functions.

Our consideration of the internal control over financial reporting would not necessarily disclose all
matters in the internal control that might be reportable conditions and, accordingly, would not
necessarily disclose al reportable conditions that are aso considered to be material weaknesses.
However, we consider al of the reportable conditions described above to be material weaknesses.

105 SEA HErRO RoOoAD, SuITE 2 TELEPHONE 502.573.0050
FRANKFORT, KY 40601~-5404 FAcCsiIMILE 502.573.0067
WWW.AUDITOR.KY.GOV

AN EquaL OprporTuNiTy EMPLovyer M/ F / D



Report On Internal Control Over Financial Reporting

And On Compliance And Other Matters Based On An Audit Of The Financia
Statement Performed In Accordance With Government Auditing Standards
(Continued)

Compliance And Other Matters

As part of obtaining reasonable assurance about whether Knox County’s Fourth Quarter Report is free
of material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts, and grant agreements, noncompliance with which could have a direct and
material effect on the determination of financial statement amounts. However, providing an opinion on
compliance with those provisions was not an objective of our audit, and accordingly, we do not express
such an opinion. The results of our tests disclosed instances of noncompliance or other matters that are
required to be reported under Government Auditing Standards and which are described in the
accompanying schedule of findings and questioned costs as items: 2005-01, 2005-02, 2005-04, 2005-05,
2005-06, 2005-08, 2005-11, 2005-17, 2005-18, 2005-20, 2005-21, 2005-23, 2005-26, and 2005-27.

This report is intended solely for the information and use of management and the Governor’s Office for
Local Development and is not intended to be and should not be used by anyone other than these
specified parties.

Respectfully submitted,

Crit Lualen

Auditor of Public Accounts

Audit fieldwork completed -
March 31, 2006
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REPORT ON COMPLIANCE WITH REQUIREMENTS
APPLICABLE TO EACH MAJOR PROGRAM AND ON INTERNAL
CONTROL OVER COMPLIANCE IN ACCORDANCE WITH OMB CIRCULAR A-133
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CRIT LUALLEN
AupbiTor oF PuBLic AccounTs

The Honorable Raymond Smith, Knox County Judge/Executive
Members of the Knox County Fiscal Court

Report On Compliance With Requirements
Applicable To Each Mgjor Program And On Internal Control
Over Compliance In Accordance With OMB Circular A-133

Compliance

We have audited the compliance of Knox County, Kentucky, with the types of compliance requirements
described in the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance
Supplement that are applicable to each of its major federal programs for the year ended June 30, 2005.
Knox County’s major federal programs are identified in the summary of auditor’s results section of the
accompanying schedule of findings and questioned costs. Compliance with the requirements of laws,
regulations, contracts, and grants applicable to each of its major federal programs is the responsibility of
Knox County’s management. Our responsibility isto express an opinion on Knox County’s compliance
based on our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States; and OMB Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations. Those standards and OMB
Circular A-133 require that we plan and perform the audit to obtain reasonable assurance about whether
noncompliance with the types of compliance requirements referred to above that could have a direct and
material effect on a major federal program occurred. An audit includes examining, on a test basis,
evidence about Knox County’s compliance with those requirements and performing such other
procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion. Our audit does not provide a legal determination of Knox County’s
compliance with those requirements.

As described in items 2005-15, and 2005-19 in the accompanying schedule of findings and questioned
costs, Knox County Fiscal Court did not comply with requirements regarding, activities alowed or
unallowed, and allowable cost principles that are applicable to its major program: U.S. Department of
Transportation. We also tested the U.S. Department of Homeland Security, which was not a major
program. Knox County Fiscal Court did not comply with requirements regarding questioned costs that
are applicable to this program. Compliance with such requirements is necessary, in our opinion, for
Knox County Fiscal Court to comply with requirements applicable to each program.

In our opinion, because of the effects of the noncompliance described in the preceding paragraph, Knox
County Fiscal Court did not comply in all material respects, with the requirements referred to above that
are applicable to U.S. Department of Transportation and the U.S. Department of Homeland Security.

105 SEA HErRO ROAD, SUITE 2 TELEPHONE 502.573.0050
FRANKFORT, KY 40601-5404 FAcsiMILE 502.573.0067
WWW.AUDITOR.KY.GOV

AN EquaL OrprporTuNiTY EMPLoyer M/ F / D
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Report On Compliance With Requirements

Applicable To Each Mgjor Program And On Internal Control
Over Compliance In Accordance With OMB Circular A-133
(Continued)

Internal Control Over Compliance

The management of Knox County is responsible for establishing and maintaining effective internal
control over compliance with requirements of laws, regulations, contracts, and grants applicable to
federal programs. In planning and performing our audit, we considered Knox County’s internal control
over compliance with requirements that could have a direct and material effect on a major federa
program in order to determine our auditing procedures for the purpose of expressing our opinion on
compliance and to test and report on internal control over compliance in accordance with OMB Circular
A-133.

We noted certain matters involving the internal control over compliance and its operation that we
consider to be reportable conditions. Reportable conditions involve matters coming to our attention
relating to significant deficiencies in the design or operation of the internal control over compliance
that, in our judgment, could adversely affect Knox County Fiscal Court’s ability to administer a major
federal program in accordance with the applicable requirements of laws, regulations, contracts, and
grants. A reportable condition is described in the accompanying schedule of findings and questioned
costs as items 2005-13, 2005-16, and 2005-25.

A material weakness is a reportable condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that noncompliance with
applicable requirements of laws, regulations, contracts, and grants caused by error or fraud that would
be materia in relation to a major federal program being audited may occur and not be detected within a
timely period by employees in the norma course of performing their assigned functions. Our
consideration of the internal control over compliance would not necessarily disclose al matters in the
internal control that might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses. However, we consider the
reportable conditions described above to be material weaknesses.

This report is intended solely for the information and use of management, federal awarding agencies,
and pass-through entities and is not intended to be and should not be used by anyone other than the
specified parties.

Respectfully submitted,

Crit Luallen

Auditor of Public Accounts

Audit fieldwork completed -
March 31, 2006
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CERTIFICATION OF COMPLIANCE -
LOCAL GOVERNMENT ECONOMIC ASSISTANCE PROGRAM

KNOX COUNTY FISCAL COURT

For TheFiscal Year Ended
June 30, 2005
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CERTIFICATION OF COMPLIANCE
LOCAL GOVERNMENT ECONOMIC ASSISTANCE AND DEVELOPMENT PROGRAMS

KNOX COUNTY FISCAL COURT
For The Fiscal Year Ended June 30, 2005

The Knox County Fiscal Court hereby certifies that assistance received from the Local
Government Economi¢ Development Program and Local Government Economic Assistance

Program was expended for the purpose intended as dictated by the applicable Kentucky Revised
Statutes,

Tammy Wine, Coutity Treasurer
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KNOX COUNTY FISCAL COURT
SCHEDULE OF IRREGULARLY NEGOTIATED CHECKS

COPIES OF CANCELLED CHECKS

Appendix A
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KNOX COUNTY

Page 220

SCHEDULE OF CHECKS IRREGULARLY NEGOTIATED

Business 1

Business 2 Business 3

Business Accounts Check Deposited Into or Cashed

Company Where Company Where Company Where
County Judge/ County Judge/ County Judge/
Executive's Executive's Executive's
Check Check Check Relatives Are Relatives Are Brother Is President
Payee Date Number Amount Officers Officers And Director
Trucking Company 05/16/03 12704 $ 2219892 $ 22,198.92
Trucking Company 06/25/03 12768 8,282.39 8,282.39
Trucking Company 08/24/03 12893 4,679.13 4,679.13
Trucking Company 10/21/03 13072 8,196.33 8,196.33
Trucking Company 12/23/03 13204 4,420.42 4,420.42
Trucking Company 06/04/04 13467 1,320.57 1,320.57
Construction Company A 03/09/04 13346 11,850.00 11,850.00
Construction Company A 06/04/04 13468 9,585.02 9,585.02
Construction Company A 06/04/04 13469 700.00 700.00
Construction Company A 05/28/04 122 11,450.00 11,450.00
Construction Company B 08/24/04 13640 15,600.00 15,600.00
Construction Company B 09/14/04 13659 28,525.00 28,525.00
Congtruction Company B 09/28/04 13673 24,500.00 24,500.00
Construction Company B 10/12/04 13688 18,400.00 18,400.00
Construction Company B 10/28/04 13722 2,275.00 2,275.00
Construction Company B 10/26/04 13719 22,525.00 22,525.00
Construction Company B 11/09/04 13755 24,855.00
Construction Company B 11/23/04 13766 24,750.00 24,750.00
Construction Company B 12/14/04 13804 10,000.00 10,000.00
Construction Company B 01/05/05 13837 35,000.00 35,000.00
Construction Company B 02/08/05 13905 12,798.24 12,798.24
Construction Company B 02/17/05 13929 20,475.00 20,475.00
Construction Company B 03/08/05 13946 18,200.00 18,200.00
Construction Company B 03/22/05 13966 21,895.00
Construction Company B 04/12/05 13994 13,656.00 13,656.00
Construction Company B 04/26/05 14018 12,000.00
Construction Company B 05/10/05 14047 12,000.00
Construction Company B 05/24/05 14051 12,175.00
Construction Company B 06/14/05 14105 12,000.00
Construction Company B 04/14/05 3729 4,500.00 4,500.00
Totds $ 42881202 $ 18492276  $ 4433502 $ 104,629.24
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KNOX COUNTY
SCHEDULE OF CHECKS IRREGULARLY NEGOTIATED

(Continued)
Individual 1 Individual 2 Individual 3
Other Endorsements Cashed Or Deposited By Individuals Other Than The Payee
Endorsement Endorsement Endorsement Endorsement
Includes Includes Includes Includes
Registered Individual Other Individual Other Individual Other
Agent's Missing Than The Than The Than The
Name Endorsement Check Payee Check Payee Check Payee
24,855.00
21,895.00
12,000.00
12,000.00
12,175.00
12,000.00

$ 2485500 $ 2189500 $ 12,000.00 $ 12,000.00 $ 24,175.00
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‘POBOX173 21-5/830
BARBOURVILLE, KY 40806-0173

May 16, 2003 *%$22,198.92
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KNOX COUNTY FISCAL COURT NATIONAL CITY BANK i

ROAD & BRIDGE FUND LOUISVILLE, KY 40233 g

P OBOX 173 21-5/830 m

BARBOURVILLE, KY 40806-0173 k

Jun 25, 2003 **%$8,282.39 4
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13755
KNOX COUNTY FiISCAL COURT NATIONAL GITY BANK 013755
ROAD & BRIDGE FUND LOUISVILLE; KY 40233,

g P OBOX 173 21.5/830
: BARBOURVILLE, KY 40906-0173
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KNOX COUNTY FISCAL COURT NATIONAL CITY BANK 013837 :
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_ 13468
KNOX COUNTY FISCAL COURT NATIONAL CITY BANK 013468
ROAD & BRIDGE FUND LOUISVILLE, KY 40233
PO BOX 173 21.5/830
BARBOURVILLE, KY 40906-0173
06/04/2004 $*+*9,585.02
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KNOX COUNTY FISCAL COURT

ROAD INVOICES
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BBarbourville, Kentucky 406008

i ubmission Authorized By:

\ | ‘. - Page 235
Involce
.PROJE-CT‘O»WNER GOUNTY FROJECT IDENTIFIER | INTERNAL IDENTIFIER
KnoxCounty Flscal Court Knhox. Corbm lndustrialAccess Road 1100-85
PROJECT DESGRIPTION _ TYPE OF WORK
. Oonstructlon of 20‘x48' Bridge / . Bridge . i
| QUAKmTY RATE __AMOUNT
“';w | $ -
[: pment Rental 5 i}
& il . t .
frmator Crawler hrs _ 180 s 112.00]s 85,805.00 v
ryanvator hrs 180 $ - 88958 16,011.00 |
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TOTAL {$ F 125,266.00
:[NGTESICOMMENTS
M&D Goneral Gontractors, Inc, Phone: 606.546.2286
0 Box 1447 §06.546.2231

Date: 11-5-04




- PROJECT OWNER ___

_COUNTY | PROJECT IDENTIFIER | INTERNAL IDENTIFIER

Knox Counity Fiscai Court | Knox | Corbin Industriel Access Road | 1100-85

 PROJECT DESCRIPTION = | TYPEOFWORK

o Constuctionof20x48'Bidge | Bridoe
IMTEM. | UNIT | QUANTITY | . RATE |  _AMOUNT

Equipment Rental o N B I ,
TractorCrawler | hes | 185
Tractor Crawler o hrs | 155
Excavator | trs | 156
DumpTruck | he | 165
DumpTiuek . | hrs [ 200

__17,360.00
__85,805.00
__13,787.25
_.10,850.00
14.000.00
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TOTAL

141,801.29

Gén‘efal'-éontriaﬁt;orsﬂﬁé. - , — - o ' Phone: . 76-(1‘3'.54'6.2286
P O Box 1447 Fax: 606.546.2231
Barbourville, Kentucky 40806 '

Submission Authorized By: _ , _ L Date: 3:7-05








